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under paragraph (k)(2) of this section; 
or 

(ii) Any partner who has responsi-
bility for federal income tax reporting 
by the partnership has knowledge that 
there has been a transfer of a partner-
ship interest. 

(5) Effect on partnership of the failure 
of the transferee to comply. If the trans-
feree fails to provide the partnership 
with the written notice required by 
paragraph (k)(2) of this section, the 
partnership must attach a statement 
to its return in the year that the part-
nership is otherwise notified of the 
transfer. This statement must set forth 
the name and taxpayer identification 
number (if ascertainable) of the trans-
feree. In addition, the following state-
ment must be prominently displayed in 
capital letters on the first page of the 
partnership’s return for such year, and 
on the first page of any schedule or in-
formation statement relating to such 
transferee’s share of income, credits, 
deductions, etc.: ‘‘RETURN FILED 
PURSUANT TO § 1.743–1(k)(5).’’ The 
partnership will then be entitled to re-
port the transferee’s share of partner-
ship items without adjustment to re-
flect the transferee’s basis adjustment 
in partnership property. If, following 
the filing of a return pursuant to this 
paragraph (k)(5), the transferee pro-
vides the applicable written notice to 
the partnership, the partnership must 
make such adjustments as are nec-
essary to adjust the basis of partner-
ship property (as of the date of the 
transfer) in any amended return other-
wise to be filed by the partnership or in 
the next annual partnership return of 
income to be regularly filed by the 
partnership. At such time, the partner-
ship must also provide the transferee 
with such information as is necessary 
for the transferee to amend its prior re-
turns to properly reflect the adjust-
ment under section 743(b). 

(l) Effective date. This section applies 
to transfers of partnership interests 
that occur on or after December 15, 
1999. 

[T.D. 8847, 64 FR 69909, Dec. 15, 1999; 65 FR 
9220, Feb. 24, 2000, as amended by T.D. 9137, 69 
FR 42559, July 16, 2004] 

PROVISIONS COMMON TO PART II, 
SUBCHAPTER K, CHAPTER 1 OF THE CODE 

§ 1.751–1 Unrealized receivables and 
inventory items. 

(a) Sale or exchange of interest in a 
partnership—(1) Character of amount re-
alized. To the extent that money or 
property received by a partner in ex-
change for all or part of his partnership 
interest is attributable to his share of 
the value of partnership unrealized re-
ceivables or substantially appreciated 
inventory items, the money or fair 
market value of the property received 
shall be considered as an amount real-
ized from the sale or exchange of prop-
erty other than a capital asset. The re-
mainder of the total amount realized 
on the sale or exchange of the partner-
ship interest is realized from the sale 
or exchange of a capital asset under 
section 741. For definition of ‘‘unreal-
ized receivables’’ and ‘‘inventory items 
which have appreciated substantially 
in value’’, see section 751 (c) and (d). 
Unrealized receivables and substan-
tially appreciated inventory items are 
hereafter in this section referred to as 
‘‘section 751 property’’. See paragraph 
(e) of this section. 

(2) Determination of gain or loss. The 
income or loss realized by a partner 
upon the sale or exchange of its inter-
est in section 751 property is the 
amount of income or loss from section 
751 property (including any remedial 
allocations under § 1.704–3(d)) that 
would have been allocated to the part-
ner (to the extent attributable to the 
partnership interest sold or exchanged) 
if the partnership had sold all of its 
property in a fully taxable transaction 
for cash in an amount equal to the fair 
market value of such property (taking 
into account section 7701(g)) imme-
diately prior to the partner’s transfer 
of the interest in the partnership. Any 
gain or loss recognized that is attrib-
utable to section 751 property will be 
ordinary gain or loss. The difference 
between the amount of capital gain or 
loss that the partner would realize in 
the absence of section 751 and the 
amount of ordinary income or loss de-
termined under this paragraph (a)(2) is 
the transferor’s capital gain or loss on 
the sale of its partnership interest. See 
§ 1.460–4(k)(2)(iv)(E) for rules relating to 
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the amount of ordinary income or loss 
attributable to a contract accounted 
for under a long-term contract method 
of accounting. 

(3) Statement required. A partner sell-
ing or exchanging any part of an inter-
est in a partnership that has any sec-
tion 751 property at the time of sale or 
exchange must submit with its income 
tax return for the taxable year in 
which the sale or exchange occurs a 
statement setting forth separately the 
following information— 

(i) The date of the sale or exchange; 
(ii) The amount of any gain or loss 

attributable to the section 751 prop-
erty; and 

(iii) The amount of any gain or loss 
attributable to capital gain or loss on 
the sale of the partnership interest. 

(b) Certain distributions treated as sales 
or exchanges—(1) In general. (i) Certain 
distributions to which section 751(b) 
applies are treated in part as sales or 
exchanges of property between the 
partnership and the distributee part-
ner, and not as distributions to which 
sections 731 through 736 apply. A dis-
tribution treated as a sale or exchange 
under section 751(b) is not subject to 
the provisions of section 707(b). Section 
751(b) applies whether or not the dis-
tribution is in liquidation of the dis-
tributee partner’s entire interest in the 
partnership. However, section 751(b) ap-
plies only to the extent that a partner 
either receives section 751 property in 
exchange for his relinquishing any part 
of his interest in other property, or re-
ceives other property in exchange for 
his relinquishing any part of his inter-
est in section 751 property. 

(ii) Section 751(b) does not apply to a 
distribution to a partner which is not 
in exchange for his interest in other 
partnership property. Thus, section 
751(b) does not apply to the extent that 
a distribution consists of the dis-
tributee partner’s share of section 751 
property or his share of other property. 
Similarly, section 751(b) does not apply 
to current drawings or to advances 
against the partner’s distributive 
share, or to a distribution which is, in 
fact, a gift or payment for services or 
for the use of capital. In determining 
whether a partner has received only his 
share of either section 751 property or 
of other property, his interest in such 

property remaining in the partnership 
immediately after a distribution must 
be taken into account. For example, 
the section 751 property in partnership 
ABC has a fair market value of $100,000 
in which partner A has an interest of 30 
percent, or $30,000. If A receives $20,000 
of section 751 property in a distribu-
tion, and continues to have a 30-per-
cent interest in the $80,000 of section 
751 property remaining in the partner-
ship after the distribution, only $6,000 
($30,000 minus $24,000 (30 percent of 
$80,000)) of the section 751 property re-
ceived by him will be considered to be 
his share of such property. The remain-
ing $14,000 ($20,000 minus $6,000) re-
ceived is in excess of his share. 

(iii) If a distribution is, in part, a dis-
tribution of the distributee partner’s 
share of section 751 property, or of 
other property (including money) and, 
in part, a distribution in exchange of 
such properties, the distribution shall 
be divided for the purpose of applying 
section 751(b). The rules of section 
751(b) shall first apply to the part of 
the distribution treated as a sale or ex-
change of such properties, and then the 
rules of sections 731 through 736 shall 
apply to the part of the distribution 
not treated as a sale or exchange. See 
paragraph (b)(4)(ii) of this section for 
treatment of payments under section 
736(a). 

(2) Distribution of section 751 property 
(unrealized receivables or substantially 
appreciated inventory items). (i) To the 
extent that a partner receives section 
751 property in a distribution in ex-
change for any part of his interest in 
partnership property (including money) 
other than section 751 property, the 
transaction shall be treated as a sale or 
exchange of such properties between 
the distributee partner and the part-
nership (as constituted after the dis-
tribution). 

(ii) At the time of the distribution, 
the partnership (as constituted after 
the distribution) realizes ordinary in-
come or loss on the sale or exchange of 
the section 751 property. The amount 
of the income or loss to the partnership 
will be measured by the difference be-
tween the adjusted basis to the part-
nership of the section 751 property con-
sidered as sold to or exchanged with 
the partner, and the fair market value 
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of the distributee partner’s interest in 
other partnership property which he 
relinquished in the exchange. In com-
puting the partners’ distributive shares 
of such ordinary income or loss, the in-
come or loss shall be allocated only to 
partners other than the distributee and 
separately taken into account under 
section 702(a)(8). 

(iii) At the time of the distribution, 
the distributee partner realizes gain or 
loss measured by the difference be-
tween his adjusted basis for the prop-
erty relinquished in the exchange (in-
cluding any special basis adjustment 
which he may have) and the fair mar-
ket value of the section 751 property 
received by him in exchange for his in-
terest in other property which he has 
relinquished. The distributee’s adjusted 
basis for the property relinquished is 
the basis such property would have had 
under section 732 (including subsection 
(d) thereof) if the distributee partner 
had received such property in a current 
distribution immediately before the ac-
tual distribution which is treated whol-
ly or partly as a sale or exchange under 
section 751(b). The character of the 
gain or loss to the distributee partner 
shall be determined by the character of 
the property in which he relinquished 
his interest. 

(3) Distribution of partnership property 
other than section 751 property. (i) To the 
extent that a partner receives a dis-
tribution of partnership property (in-
cluding money) other than section 751 
property in exchange for any part of 
his interest in section 751 property of 
the partnership, the distribution shall 
be treated as a sale or exchange of such 
properties between the distributee 
partner and the partnership (as con-
stituted after the distribution). 

(ii) At the time of the distribution, 
the partnership (as constituted after 
the distribution) realizes gain or loss 
on the sale or exchange of the property 
other than section 751 property. The 
amount of the gain to the partnership 
will be measured by the difference be-
tween the adjusted basis to the part-
nership of the distributed property con-
sidered as sold to or exchanged with 
the partner, and the fair market value 
of the distributee partner’s interest in 
section 751 property which he relin-
quished in the exchange. The character 

of the gain or loss to the partnership is 
determined by the character of the dis-
tributed property treated as sold or ex-
changed by the partnership. In com-
puting the partners’ distributive shares 
of such gain or loss, the gain or loss 
shall be allocated only to partners 
other than the distributee and sepa-
rately taken into account under sec-
tion 702(a)(8). 

(iii) At the time of the distribution, 
the distributee partner realizes ordi-
nary income or loss on the sale or ex-
change of the section 751 property. The 
amount of the distributee partner’s in-
come or loss shall be measured by the 
difference between his adjusted basis 
for the section 751 property relin-
quished in the exchange (including any 
special basis adjustment which he may 
have), and the fair market value of 
other property (including money) re-
ceived by him in exchange for his inter-
est in the section 751 property which he 
has relinquished. The distributee part-
ner’s adjusted basis for the section 751 
property relinquished is the basis such 
property would have had under section 
732 (including subsection (d) thereof) if 
the distributee partner had received 
such property in a current distribution 
immediately before the actual distribu-
tion which is treated wholly or partly 
as a sale or exchange under section 
751(b). 

(4) Exceptions. (i) Section 751(b) does 
not apply to the distribution to a part-
ner of property which the distributee 
partner contributed to the partnership. 
The distribution of such property is 
governed by the rules set forth in sec-
tions 731 through 736, relating to dis-
tributions by a partnership. 

(ii) Section 751(b) does not apply to 
payments made to a retiring partner or 
to a deceased partner’s successor in in-
terest to the extent that, under section 
736(a), such payments constitute a dis-
tributive share of partnership income 
or guaranteed payments. Payments to 
a retiring partner or to a deceased 
partner’s successor in interest for his 
interest in unrealized receivables of 
the partnership in excess of their part-
nership basis, including any special 
basis adjustment for them to which 
such partner is entitled, constitute 
payments under section 736(a) and, 
therefore, are not subject to section 
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751(b). However, payments under sec-
tion 736(b) which are considered as 
made in exchange for an interest in 
partnership property are subject to sec-
tion 751(b) to the extent that they in-
volve an exchange of substantially ap-
preciated inventory items for other 
property. Thus, payments to a retiring 
partner or to a deceased partner’s suc-
cessor in interest under section 736 
must first be divided between pay-
ments under section 736(a) and section 
736(b). The section 736(b) payments 
must then be divided, if there is an ex-
change of substantially appreciated in-
ventory items for other property, be-
tween the payments treated as a sale 
or exchange under section 751(b) and 
payments treated as a distribution 
under sections 731 through 736. See sub-
paragraph (1)(iii) of this paragraph, and 
section 736 and § 1.736–1. 

(5) Statement required. A partnership 
which distributes section 751 property 
to a partner in exchange for his inter-
est in other partnership property, or 
which distributes other property in ex-
change for any part of the partner’s in-
terest in section 751 property, shall 
submit with its return for the year of 
the distribution a statement showing 
the computation of any income, gain, 
or loss to the partnership under the 
provisions of section 751(b) and this 
paragraph. The distributee partner 
shall submit with his return a state-
ment showing the computation of any 
income, gain, or loss to him. Such 
statement shall contain information 
similar to that required under para-
graph (a)(3) of this section. 

(c) Unrealized receivables. (1) The term 
unrealized receivables, as used in sub-
chapter K, chapter 1 of the Code, means 
any rights (contractual or otherwise) 
to payment for: 

(i) Goods delivered or to be delivered 
(to the extent that such payment 
would be treated as received for prop-
erty other than a capital asset), or 

(ii) Services rendered or to be ren-
dered, 
to the extent that income arising from 
such rights to payment was not pre-
viously includible in income under the 
method of accounting employed by the 
partnership. Such rights must have 
arisen under contracts or agreements 
in existence at the time of sale or dis-

tribution, although the partnership 
may not be able to enforce payment 
until a later time. For example, the 
term includes trade accounts receiv-
able of a cash method taxpayer, and 
rights to payment for work or goods 
begun but incomplete at the time of 
the sale or distribution. 

(2) The basis for such unrealized re-
ceivables shall include all costs or ex-
penses attributable thereto paid or ac-
crued but not previously taken into ac-
count under the partnership method of 
accounting. 

(3) In determining the amount of the 
sale price attributable to such unreal-
ized receivables, or their value in a dis-
tribution treated as a sale or exchange, 
full account shall be taken not only of 
the estimated cost of completing per-
formance of the contract or agreement, 
but also of the time between the sale or 
distribution and the time of payment. 

(4)(i) With respect to any taxable 
year of a partnership ending after Sep-
tember 12, 1966 (but only in respect of 
expenditures paid or incurred after 
that date), the term unrealized receiv-
ables, for purposes of this section and 
sections 731, 736, 741, and 751, also in-
cludes potential gain from mining 
property defined in section 617(f)(2). 
With respect to each item of partner-
ship mining property so defined, the 
potential gain is the amount that 
would be treated as gain to which sec-
tion 617(d)(1) would apply if (at the 
time of the transaction described in 
section 731, 736, 741, or 751, as the case 
may be) the item were sold by the part-
nership at its fair market value. 

(ii) With respect to sales, exchanges, 
or other dispositions after December 
31, 1975, in any taxable year of a part-
nership ending after that date, the 
term unrealized receivables, for purposes 
of this section and sections 731, 736, 741, 
and 751, also includes potential gain 
from stock in a DISC as described in 
section 992(a). With respect to stock in 
such a DISC, the potential gain is the 
amount that would be treated as gain 
to which section 995(c) would apply if 
(at the time of the transaction de-
scribed in section 731, 736, 741, or 751, as 
the case may be) the stock were sold by 
the partnership at its fair market 
value. 
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(iii) With respect to any taxable year 
of a partnership beginning after De-
cember 31, 1962, the term unrealized re-
ceivables, for purposes of this section 
and sections 731, 736, 741, and 751, also 
includes potential gain from section 
1245 property. With respect to each 
item of partnership section 1245 prop-
erty (as defined in section 1245(a)(3)), 
potential gain from section 1245 prop-
erty is the amount that would be treat-
ed as gain to which section 1245(a)(1) 
would apply if (at the time of the 
transaction described in section 731, 
736, 741, or 751, as the case may be) the 
item of section 1245 property were sold 
by the partnership at its fair market 
value. See § 1.1245–1(e)(1). For example, 
if a partnership would recognize under 
section 1245(a)(1) gain of $600 upon a 
sale of one item of section 1245 prop-
erty and gain of $300 upon a sale of its 
only other item of such property, the 
potential section 1245 income of the 
partnership would be $900. 

(iv) With respect to transfers after 
October 9, 1975, and to sales, exchanges, 
and distributions taking place after 
that date, the term unrealized receiv-
ables, for purposes of this section and 
sections 731, 736, 741, and 751, also in-
cludes potential gain from stock in cer-
tain foreign corporations as described 
in section 1248. With respect to stock in 
such a foreign corporation, the poten-
tial gain is the amount that would be 
treated as gain to which section 1248(a) 
would apply if (at the time of the 
transaction described in section 731, 
736, 741, or 751, as the case may be) the 
stock were sold by the partnership at 
its fair market value. 

(v) With respect to any taxable year 
of a partnership ending after December 
31, 1963, the term unrealized receivables, 
for purposes of this section and sec-
tions 731, 736, 741, and 751, also includes 
potential gain from section 1250 prop-
erty. With respect to each item of part-
nership section 1250 property (as de-
fined in section 1250(c)), potential gain 
from section 1250 property is the 
amount that would be treated as gain 
to which section 1250(a) would apply if 
(at the time of the transaction de-
scribed in section 731, 736, 741, or 751, as 
the case may be) the item of section 
1250 property were sold by the partner-

ship at its fair market value. See 
§ 1.1250–1(f)(1). 

(vi) With respect to any taxable year 
of a partnership beginning after De-
cember 31, 1969, the term unrealized re-
ceivables, for purposes of this section 
and sections 731, 736, 741, and 751, also 
includes potential gain from farm re-
capture property as defined in section 
1251(e)(1) (as in effect before enactment 
of the Tax Reform Act of 1984). With re-
spect to each item of partnership farm 
recapture property so defined, the po-
tential gain is the amount which would 
be treated as gain to which section 
1251(c) (as in effect before enactment of 
the Tax Reform Act of 1984) would 
apply if (at the time of the transaction 
described in section 731, 736, 741, or 751, 
as the case may be) the item were sold 
by the partnership at its fair market 
value. 

(vii) With respect to any taxable year 
of a partnership beginning after De-
cember 31, 1969, the term unrealized re-
ceivables, for purposes of this section 
and sections 731, 736, 741, and 751, also 
includes potential gain from farm land 
as defined in section 1252(a)(2). With re-
spect to each item of partnership farm 
land so defined, the potential gain is 
the amount that would be treated as 
gain to which section 1252(a)(1) would 
apply if (at the time of the transaction 
described in section 731, 736, 741, or 751, 
as the case may be) the item were sold 
by the partnership at its fair market 
value. 

(viii) With respect to transactions 
which occur after December 31, 1976, in 
any taxable year of a partnership end-
ing after that date, the term unrealized 
receivables, for purposes of this section 
and sections 731, 736, 741, and 751, also 
includes potential gain from fran-
chises, trademarks, or trade names re-
ferred to in section 1253(a). With re-
spect to each such item so referred to 
in section 1253(a), the potential gain is 
the amount that would be treated as 
gain to which section 1253(a) would 
apply if (at the time of the transaction 
described in section 731, 736, 741, or 751, 
as the case may be) the items were sold 
by the partnership at its fair market 
value. 

(ix) With respect to any taxable year 
of a partnership ending after December 
31, 1975, the term unrealized receivables, 
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for purposes of this section and sec-
tions 731, 736, 741, and 751, also includes 
potential gain under section 1254(a) 
from natural resource recapture prop-
erty as defined in § 1.1254–1(b)(2). With 
respect to each separate partnership 
natural resource recapture property so 
described, the potential gain is the 
amount that would be treated as gain 
to which section 1254(a) would apply if 
(at the time of the transaction de-
scribed in section 731, 736, 741, or 751, as 
the case may be) the property were 
sold by the partnership at its fair mar-
ket value. 

(5) For purposes of subtitle A of the 
Internal Revenue Code, the basis of any 
potential gain described in paragraph 
(c)(4) of this section is zero. 

(6)(i) If (at the time of any trans-
action referred to in paragraph (c)(4) of 
this section) a partnership holds prop-
erty described in paragraph (c)(4) of 
this section and if— 

(A) A partner had a special basis ad-
justment under section 743(b) in re-
spect of the property; 

(B) The basis under section 732 of the 
property if distributed to the partner 
would reflect a special basis adjust-
ment under section 732(d); or 

(C) On the date a partner acquired a 
partnership interest by way of a sale or 
exchange (or upon the death of another 
partner) the partnership owned the 
property and an election under section 
754 was in effect with respect to the 
partnership, the partner’s share of any 
potential gain described in paragraph 
(c)(4) of this section is determined 
under paragraph (c)(6)(ii) of this sec-
tion. 

(ii) The partner’s share of the poten-
tial gain described in paragraph (c)(4) 
of this section in respect of the prop-
erty to which this paragraph (c)(6)(ii) 
applies is that amount of gain that the 
partner would recognize under section 
617(d)(1), 995(c), 1245(a), 1248(a), 1250(a), 
1251(c) (as in effect before the Tax Re-
form Act of 1984), 1252(a), 1253(a), or 
1254(a) (as the case may be) upon a sale 
of the property by the partnership, ex-
cept that, for purposes of this para-
graph (c)(6) the partner’s share of such 
gain is determined in a manner that is 
consistent with the manner in which 
the partner’s share of partnership prop-
erty is determined; and the amount of 

a potential special basis adjustment 
under section 732(d) is treated as if it 
were the amount of a special basis ad-
justment under section 743(b). For ex-
ample, in determining, for purposes of 
this paragraph (c)(6), the amount of 
gain that a partner would recognize 
under section 1245 upon a sale of part-
nership property, the items allocated 
under § 1.1245–1(e)(3)(ii) are allocated to 
the partner in the same manner as the 
partner’s share of partnership property 
is determined. See § 1.1250–1(f) for rules 
similar to those contained in § 1.1245– 
1(e)(3)(ii). 

(d) Inventory items which have substan-
tially appreciated in value—(1) Substan-
tial appreciation. Partnership inventory 
items shall be considered to have ap-
preciated substantially in value if, at 
the time of the sale or distribution, the 
total fair market value of all the in-
ventory items of the partnership ex-
ceeds 120 percent of the aggregate ad-
justed basis for such property in the 
hands of the partnership (without re-
gard to any special basis adjustment of 
any partner) and, in addition, exceeds 
10 percent of the fair market value of 
all partnership property other than 
money. The terms ‘‘inventory items 
which have appreciated substantially 
in value’’ or ‘‘substantially appreciated 
inventory items’’ refer to the aggre-
gate of all partnership inventory items. 
These terms do not refer to specific 
partnership inventory items or to spe-
cific groups of such items. For exam-
ple, any distribution of inventory 
items by a partnership the inventory 
items of which as a whole are substan-
tially appreciated in value shall be a 
distribution of substantially appre-
ciated inventory items for the purposes 
of section 751(b), even though the spe-
cific inventory items distributed may 
not be appreciated in value. Similarly, 
if the aggregate of partnership inven-
tory items are not substantially appre-
ciated in value, a distribution of spe-
cific inventory items, the value of 
which is more than 120 percent of their 
adjusted basis, will not constitute a 
distribution of substantially appre-
ciated inventory items. For the pur-
pose of this paragraph, the ‘‘fair mar-
ket value’’ of inventory items has the 
same meaning as ‘‘market’’ value in 
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the regulations under section 471, re-
lating to general rule for inventories. 

(2) Inventory items. The term inventory 
items as used in subchapter K, chapter 1 
of the Code, includes the following 
types of property: 

(i) Stock in trade of the partnership, 
or other property of a kind which 
would properly be included in the in-
ventory of the partnership if on hand 
at the close of the taxable year, or 
property held by the partnership pri-
marily for sale to customers in the or-
dinary course of its trade or business. 
See section 1221(1). 

(ii) Any other property of the part-
nership which, on sale or exchange by 
the partnership, would be considered 
property other than a capital asset and 
other than property described in sec-
tion 1231. Thus, accounts receivable ac-
quired in the ordinary course of busi-
ness for services or from the sale of 
stock in trade constitute inventory 
items (see section 1221(4)), as do any 
unrealized receivables. 

(iii) Any other property retained by 
the partnership which, if held by the 
partner selling his partnership interest 
or receiving a distribution described in 
section 751(b), would be considered 
property described in subdivision (i) or 
(ii) of this subparagraph. Property ac-
tually distributed to the partner does 
not come within the provisions of sec-
tion 751(d)(2)(C) and this subdivision. 

(e) Section 751 property and other prop-
erty. For the purposes of this section, 
section 751 property means unrealized 
receivables or substantially appre-
ciated inventory items, and other prop-
erty means all property (including 
money) except section 751 property. 

(f) Effective date. Section 751 applies 
to gain or loss to a seller, distributee, 
or partnership in the case of a sale, ex-
change, or distribution occurring after 
March 9, 1954. For the purpose of apply-
ing this paragraph in the case of a tax-
able year beginning before January 1, 
1955, a partnership or a partner may 
elect to treat as applicable any other 
section of subchapter K, chapter 1 of 
the Code. Any such election shall be 
made by a statement submitted not 
later than the time prescribed by law 
for the filing of the return for such tax-
able year, or August 21, 1956, whichever 
date is later (but not later than 6 

months after the time prescribed by 
law for the filing of the return for such 
year). See section 771(b)(3) and para-
graph (b)(3) of § 1.771–1. See also section 
771(c) and paragraph (c) of § 1.771–1. The 
rules contained in paragraphs (a)(2) and 
(a)(3) of this section apply to transfers 
of partnership interests that occur on 
or after December 15, 1999. 

(g) Examples. Application of the pro-
visions of section 751 may be illus-
trated by the following examples: 

Example 1. (i)(A) A and B are equal partners 
in personal service partnership PRS. B trans-
fers its interest in PRS to T for $15,000 when 
PRS’s balance sheet (reflecting a cash re-
ceipts and disbursements method of account-
ing) is as follows: 

Assets 

Adjusted 
basis 

Fair market 
value 

Cash .......................................... $3,000 $3,000 
Loans Receivable ...................... 10,000 10,000 
Capital Assets ........................... 7,000 5,000 
Unrealized Receivables ............. 0 14,000 

Total ................................... 20,000 32,000 

Liabilities and Capital 

Adjusted 
per books 

Fair market 
value 

Liabilities .................................... $2,000 $2,000 
Capital: 

A ......................................... 9,000 15,000 
B ......................................... 9,000 15,000 

Total ............................ 20,000 32,000 

(B) None of the assets owned by PRS is sec-
tion 704(c) property, and the capital assets 
are nondepreciable. The total amount real-
ized by B is $16,000, consisting of the cash re-
ceived, $15,000, plus $1,000, B’s share of the 
partnership liabilities assumed by T. See 
section 752. B’s undivided half-interest in the 
partnership property includes a half-interest 
in the partnership’s unrealized receivables 
items. B’s basis for its partnership interest is 
$10,000 ($9,000, plus $1,000, B’s share of part-
nership liabilities). If section 751(a) did not 
apply to the sale, B would recognize $6,000 of 
capital gain from the sale of the interest in 
PRS. However, section 751(a) does apply to 
the sale. 

(ii) If PRS sold all of its section 751 prop-
erty in a fully taxable transaction imme-
diately prior to the transfer of B’s partner-
ship interest to T, B would have been allo-
cated $7,000 of ordinary income from the sale 
of PRS’s unrealized receivables. Therefore, B 
will recognize $7,000 of ordinary income with 
respect to the unrealized receivables. The 
difference between the amount of capital 
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gain or loss that the partner would realize in 
the absence of section 751 ($6,000) and the 
amount of ordinary income or loss deter-
mined under paragraph (a)(2) of this section 
($7,000) is the transferor’s capital gain or loss 
on the sale of its partnership interest. In this 
case, B will recognize a $1,000 capital loss. 

Example 2. (a) Facts. Partnership ABC 
makes a distribution to partner C in liquida-
tion of his entire one-third interest in the 
partnership. At the time of the distribution, 
the balance sheet of the partnership, which 
uses the accrual method of accounting, is as 
follows: 

ASSETS 

Adjusted 
basis per 

books 

Market 
value 

Cash .............................................. $15,000 $15,000 
Accounts receivable ...................... 9,000 9,000 
Inventory ........................................ 21,000 30,000 
Depreciable property ..................... 42,000 48,000 
Land ............................................... 9,000 9,000 

Total ................................ 96,000 11,000 

LIABILITIES AND CAPITAL 

Per books Value 

Current liabilities ............................ $15,000 $15,000 
Mortgage payable .......................... 21,000 21,000 
Capital: 

A ............................................. 20,000 25,000 
B ............................................. 20,000 25,000 
C ............................................. 20,000 25,000 

Total ................................ 96,000 111,000 

The distribution received by C consists of 
$10,000 cash and depreciable property with a 
fair market value of $15,000 and an adjusted 
basis to the partnership of $15,000. 

(b) Presence of section 751 property. The 
partnership has no unrealized receivables, 
but the dual test provided in section 751(d)(1) 
must be applied to determine whether the in-
ventory items of the partnership, in the ag-
gregate, have appreciated substantially in 
value. The fair market value of all partner-
ship inventory items, $39,000 (inventory 
$30,000, and accounts receivable $9,000), ex-
ceeds 120 percent of the $30,000 adjusted basis 
of such items to the partnership. The fair 
market value of the inventory items, $39,000, 
also exceeds 10 percent of the fair market 
value of all partnership property other than 
money (10 percent of $96,000 or $9,600). There-
fore, the partnership inventory items have 
substantially appreciated in value. 

(c) The properties exchanged. Since C’s en-
tire partnership interest is to be liquidated, 
the provisions of section 736 are applicable. 
No part of the payment, however, is consid-
ered as a distributive share or as a guaran-
teed payment under section 736(a) because 

the entire payment is made for C’s interest 
in partnership property. Therefore, the en-
tire payment is for an interest in partnership 
property under section 736(b), and, to the ex-
tent applicable, subject to the rules of sec-
tion 751. In the distribution, C received his 
share of cash ($5,000) and $15,000 in depre-
ciable property ($1,000 less than his $16,000 
share). In addition, he received other part-
nership property ($5,000 cash and $12,000 li-
abilities assumed, treated as money distrib-
uted under section 752(b)) in exchange for his 
interest in accounts receivable ($3,000), in-
ventory ($10,000), land ($3,000), and the bal-
ance of his interest in depreciable property 
($1,000). Section 751(b) applies only to the ex-
tent of the exchange of other property for 
section 751 property (i.e., inventory items, 
which include trade accounts receivable). 
The section 751 property exchanged has a fair 
market value of $13,000 ($3,000 in accounts re-
ceivable and $10,000 in inventory). Thus, 
$13,000 of the total amount C received is con-
sidered as received for the sale of section 751 
property. 

(d) Distributee partner’s tax consequences. C’s 
tax consequences on the distribution are as 
follows: 

(1) The section 751(b) sale or exchange. C’s 
share of the inventory items is treated as if 
he received them in a current distribution, 
and his basis for such items is $10,000 ($7,000 
for inventory and $3,000 for accounts receiv-
able) as determined under paragraph 
(b)(3)(iii) of this section. Then C is consid-
ered as having sold his share of inventory 
items to the partnership for $13,000. Thus, on 
the sale of his share of inventory items, C re-
alizes $3,000 of ordinary income. 

(2) The part of the distribution not under sec-
tion 751(b). Section 751(b) does not apply to 
the balance of the distribution. Before the 
distribution, C’s basis for his partnership in-
terest was $32,000 ($20,000 plus $12,000, his 
share of partnership liabilities). See section 
752(a). This basis is reduced by $10,000, the 
basis attributed to the section 751 property 
treated as distributed to C and sold by him 
to the partnership. Thus, C has a basis of 
$22,000 for the remainder of his partnership 
interest. The total distribution to C was 
$37,000 ($22,000 in cash and liabilities as-
sumed, and $15,000 in depreciable property). 
Since C received no more than his share of 
the depreciable property, none of the depre-
ciable property constitutes proceeds of the 
sale under section 751(b). C did receive more 
than his share of money. Therefore, the sale 
proceeds, treated separately in subparagraph 
(1) of this paragraph of this example, must 
consist of money and therefore must be de-
ducted from the money distribution. Con-
sequently, in liquidation of the balance of 
C’s interest, he receives depreciable property 
and $9,000 in money ($22,000 less $13,000). 
Therefore, no gain or loss is recognized to C 
on the distribution. Under section 732(b), C’s 
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basis for the depreciable property is $13,000 
(the remaining basis of his partnership inter-
est, $22,000, reduced by $9,000, the money re-
ceived in the distribution). 

(e) Partnership’s tax consequences. The tax 
consequences to the partnership on the dis-
tribution are as follows: 

(1) The section 751(b) sale or exchange. The 
partnership consisting of the remaining 
members has no ordinary income on the dis-
tribution since it did not give up any section 
751 property in the exchange. Of the $22,000 
money distributed (in cash and the assump-
tion of C’s share of liabilities), $13,000 was 
paid to acquire C’s interest in inventory 
($10,000 fair market value) and in accounts 
receivable ($3,000). Since under section 751(b) 
the partnership is treated as buying these 
properties, it has a new cost basis for the in-
ventory and accounts receivable acquired 
from C. Its basis for C’s share of inventory 
and accounts receivable is $13,000, the 
amount which the partnership is considered 
as having paid C in the exchange. Since the 
partnership is treated as having distributed 
C’s share of inventory and accounts receiv-
able to him, the partnership must decrease 
its basis for inventory and accounts receiv-
able ($30,000) by $10,000, the basis of C’s share 
treated as distributed to him, and then in-
crease the basis for inventory and accounts 
receivable by $13,000 to reflect the purchase 
prices of the items acquired. Thus, the basis 
of the partnership inventory is increased 
from $21,000 to $24,000 in the transaction. 
(Note that the basis of property acquired in 
a section 751(b) exchange is determined 
under section 1012 without regard to any 
elections of the partnership. See paragraph 
(e) of § 1.732–1.) Further, the partnership real-
izes no capital gain or loss on the portion of 
the distribution treated as a sale under sec-
tion 751(b) since, to acquire C’s interest in 
the inventory and accounts receivable, it 
gave up money and assumed C’s share of li-
abilities. 

(2) The part of the distribution not under sec-
tion 751(b). In the remainder of the distribu-
tion to C which was not in exchange for C’s 
interest in section 751 property, C received 
only other property as follows: $15,000 in de-
preciable property (with a basis to the part-
nership of $15,000) and $9,000 in money ($22,000 
less $13,000 treated under subparagraph (1) of 
this paragraph of this example). Since this 
part of the distribution is not an exchange of 
section 751 property for other property, sec-
tion 751(b) does not apply. Instead, the provi-
sions which apply are sections 731 through 
736, relating to distributions by a partner-
ship. No gain or loss is recognized to the 
partnership on the distribution. (See section 
731(b).) Further, the partnership makes no 
adjustment to the basis of remaining depre-
ciable property unless an election under sec-
tion 754 is in effect. (See section 734(a).) 
Thus, the basis of the depreciable property 

before the distribution, $42,000, is reduced by 
the basis of the depreciable property distrib-
uted, $15,000, leaving a basis for the depre-
ciable property in the partnership of $27,000. 
However, if an election under section 754 is 
in effect, the partnership must make the ad-
justment required under section 734(b) as fol-
lows: Since the adjusted basis of the distrib-
uted property to the partnership had been 
$15,000, and is only $13,000 in C’s hands (see 
paragraph (d)(2) of this example), the part-
nership will increase the basis of the depre-
ciable property remaining in the partnership 
by $2,000 (the excess of the adjusted basis to 
the partnership of the distributed depre-
ciable property immediately before the dis-
tribution over its basis to the distributee). 
Whether or not an election under section 754 
is in effect, the basis for each of the remain-
ing partner’s partnership interests will be 
$38,000 ($20,000 original contribution, plus 
$12,000, each partner’s original share of the 
liabilities, plus $6,000, the share of C’s liabil-
ities each assumed). 

(f) Partnership trial balance. A trial balance 
of the AB partnership after the distribution 
in liquidation of C’s entire interest would re-
flect the results set forth in the schedule 
below. Column I shows the amounts to be re-
flected in the records if an election is in ef-
fect under section 754 with respect to an op-
tional adjustment under section 734(b) to the 
basis of undistributed partnership property. 
Column II shows the amounts to be reflected 
in the records where an election under sec-
tion 754 is not in effect. Note that in column 
II, the total bases for the partnership assets 
do not equal the total of the bases for the 
partnership interests. 

Example 3. (a) Facts. Assume that the dis-
tribution to partner C in example 2 of this 
paragraph in liquidation of his entire inter-
est in partnership ABC consists of $5,000 in 
cash and $20,000 worth of partnership inven-
tory with a basis of $14,000. 

I II 

Sec.754, Election in 
effect 

Sec.754, Election 
not in effect 

Basis 
Fair 

market 
value 

Basis 
Fair 

market 
value 

Cash .................. $5,000 $5,000 $5,000 $5,000 
Accounts receiv-

able ................ 9,000 9,000 9,000 9,000 
Inventory ............ 24,000 30,000 24,000 30,000 
Depreciable 

property .......... 29,000 33,000 27,000 33,000 
Land ................... 9,000 9,000 9,000 9,000 

76,000 86,000 74,000 86,000 

Current liabilities 15,000 15,000 15,000 15,000 
Mortgage ........... 21,000 21,000 21,000 21,000 
Capital: 

................... 20,000 25,000 20,000 25,000 

................... 20,000 25,000 20,000 25,000 
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I II 

Sec.754, Election in 
effect 

Sec.754, Election 
not in effect 

Basis 
Fair 

market 
value 

Basis 
Fair 

market 
value 

76,000 86,000 76,000 86,000 

(b) Presence of section 751 property. For the 
same reason as stated in paragraph (b) of ex-
ample 2, the partnership inventory items 
have substantially appreciated in value. 

(c) The properties exchanged. In the dis-
tribution, C received his share of cash ($5,000) 
and his share of appreciated inventory items 
($13,000). In addition, he received appreciated 
inventory with a fair market value of $7,000 
(and with an adjusted basis to the partner-
ship of $4,900) and $12,000 in money (liabil-
ities assumed). C has relinquished his inter-
est in $16,000 of depreciable property and 
$3,000 of land. Although C relinquished his 
interest in $3,000 of accounts receivable, such 
accounts receivable are inventory items and, 
therefore, that exchange was not an ex-
change of section 751 property for other prop-
erty. Section 751(b) applies only to the ex-
tent of the exchange of other property for 
section 751 property (i.e., depreciable prop-
erty or land for inventory items). Assume 
that the partners agree that the $7,000 of in-
ventory in excess of C’s share was received 
by him in exchange for $7,000 of depreciable 
property. 

(d) Distributee partner’s tax consequences. C’s 
tax consequence on the distributions are as 
follows: 

(1) The section 751(b) sale or exchange. C is 
treated as if he had received his 7/16ths share 
of the depreciable property in a current dis-
tribution. His basis for that share is $6,125 
(42,000/48,000 of $7,000), as determined under 
paragraph (b)(2)(iii) of this section. Then C is 
considered as having sold his 7/16ths share of 
depreciable property to the partnership for 
$7,000, realizing a gain of $875. 

(2) The part of the distribution not under sec-
tion 751(b). Section 751(b) does not apply to 
the balance of the distribution. Before the 
distribution, C’s basis for his partnership in-
terest was $32,000 ($20,000, plus $12,000, his 
share of partnership liabilities). See section 
752(a). This basis is reduced by $6,125, the 
basis of property treated as distributed to C 
and sold by him to the partnership. Thus, C 
will have a basis of $25,875 for the remainder 
of his partnership interest. Of the $37,000 
total distribution to C, $30,000 ($17,000 in 
money, including liabilities assumed, and 
$13,000 in inventory) is not within section 
751(b). Under section 732(b), C’s basis for the 
inventory with a fair market value of $13,000 
(which had an adjusted basis to the partner-
ship of $9,100) is limited to $8,875, the amount 
of the remaining basis for his partnership in-
terest, $25,875, reduced by $17,000, the money 

received. Thus, C’s total aggregate basis for 
the inventory received is $15,875 ($7,000 plus 
$8,875), and not its $14,000 basis in the hands 
of the partnership. 

(e) Partnership’s tax consequences. The tax 
consequences to the partnership on the dis-
tribution are as follows: 

(1) The section 751(b) sale or exchange. The 
partnership consisting of the remaining 
members has $2,100 of ordinary income on 
the sale of the $7,000 of inventory which had 
a basis to the partnership of $4,900 (21,000/ 
30,000 of $7,000). This $7,000 of inventory was 
paid to acquire 7/16ths of C’s interest in the 
depreciable property. Since, under section 
751(b), the partnership is treated as buying 
this property from C, it has a new cost basis 
for such property. Its basis for the depre-
ciable property is $42,875 ($42,000 less $6,125, 
the basis of the 7/16ths share considered as 
distributed to C, plus $7,000, the partnership 
purchase price for this share). 

(2) The part of the distribution not under sec-
tion 751 (b). In the remainder of the distribu-
tion to C which was not a sale or exchange of 
section 751 property for other property, the 
partnership realizes no gain or loss. See sec-
tion 731(b). Further, under section 734(a), the 
partnership makes no adjustment to the 
basis of the accounts receivable or the 9/ 
16ths interest in depreciable property which 
C relinquished. However, if an election under 
section 754 is in effect, the partnership must 
make the adjustment required under section 
734(b) since the adjusted basis to the partner-
ship of the inventory distributed had been 
$9,100, and C’s basis for such inventory after 
distribution is only $8,875. The basis of the 
inventory remaining in the partnership must 
be increased by $225. Whether or not an elec-
tion under section 754 is in effect, the basis 
for each of the remaining partnership inter-
ests will be $39,050 ($20,000 original contribu-
tion, plus $12,000, each partner’s original 
share of the liabilities, plus $6,000, the share 
of C’s liabilities now assumed, plus $1,050, 
each partner’s share of ordinary income real-
ized by the partnership upon that part of the 
distribution treated as a sale or exchange). 

Example 4. (a) Facts. Assume the same facts 
as in example 3 of this paragraph, except 
that the partners did not identify the prop-
erty which C relinquished in exchange for 
the $7,000 of inventory which he received in 
excess of his share. 

(b) Presence of section 751 property. For the 
same reasons stated in paragraph (b) of ex-
ample 2 of this paragraph, the partnership 
inventory items have substantially appre-
ciated in value. 

(c) The properties exchanged. The analysis 
stated in paragraph (c) of example 3 of this 
paragraph is the same in this example, ex-
cept that, in the absence of a specific agree-
ment among the partners as to the prop-
erties exchanged, C will be presumed to have 
sold to the partnership a proportionate 
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amount of each property in which he relin-
quished an interest. Thus, in the absence of 
an agreement, C has received $7,000 of inven-
tory in exchange for his release of 7/19ths of 
the depreciable property and 7/19ths of the 
land. ($7,000, fair market value of property 
released, over $19,000, the sum of the fair 
market values of C’s interest in the land and 
C’s interest in the depreciable property.) 

(d) Distributee partner’s tax consequences. C’s 
tax consequences on the distribution are as 
follows: 

(1) The section 751(b) sale or exchange. C is 
treated as if he had received his 7/19ths 
shares of the depreciable property and land 
in a current distribution. His basis for those 
shares is $6,263 (51,000/57,000 of $7,000, their 
fair market value), as determined under 
paragraph (b)(2)(iii) of this section. Then C is 
considered as having sold his 7/19ths shares 
of depreciable property and land to the part-
nership for $7,000, realizing a gain of $737. 

(2) The part of the distribution not under sec-
tion 751(b). Section 751(b) does not apply to 
the balance of the distribution. Before the 
distribution C’s basis for his partnership in-
terest was $32,000 ($20,000 plus $12,000, his 
share of partnership liabilities). See section 
752(a). This basis is reduced by $6,263, the 
bases of C’s shares of depreciable property 
and land treated as distributed to him and 
sold by him to the partnership. Thus, C will 
have a basis of $25,737 for the remainder of 
his partnership interest. Of the total $37,000 
distributed to C, $30,000 ($17,000 in money, in-
cluding liabilities assumed, and $13,000 in in-
ventory) is not within section 751(b). Under 
section 732(b), C’s basis for the inventory 
(with a fair market value of $13,000 and an 
adjusted basis to the partnership of $9,100) is 
limited to $8,737, the amount of the remain-
ing basis for his partnership interest ($25,737 
less $17,000, money received. Thus, C’s total 
aggregate basis for the inventory he received 
is $15,737 ($7,000 plus $8,737), and not the 
$14,000 basis it had in the hands of the part-
nership. 

(e) Partnership’s tax consequences. The tax 
consequences to the partnership on the dis-
tribution are as follows: 

(1) The section 751(b) sale or exchange. The 
partnership consisting of the remaining 
members has $2,100 of ordinary income on 
the sale of $7,000 of inventory which had a 
basis to the partnership of $4,900 (21,000/30,000 
of $7,000). This $7,000 of inventory was paid to 
acquire 7/19ths of C’s interest in the depre-
ciable property and land. Since, under sec-
tion 751(b), the partnership is treated as buy-
ing this property from C, it has a new cost 
basis for such property. The bases of the de-
preciable property and land would be $42,737 
and $9,000, respectively. The basis for the de-

preciable property is computed as follows: 
The common partnership basis of $42,000 is 
reduced by the $5,158 basis (42,000/48,000 of 
$5,895) for C’s 7/19ths interest constructively 
distributed and increased by $5,895 (16,000/ 
19,000 of $7,000), the part of the purchase 
price allocated to the depreciable property. 
The basis of the land would be computed in 
the same way. The $9,000 original partner-
ship basis is reduced by $1,105 basis ($9,000/ 
9,000 of $1,105) of land constructively distrib-
uted to C, and increased by $1,105 (3,000/19,000 
of $7,000), the portion of the purchase price 
allocated to the land. 

(2) The part of the distribution not under sec-
tion 751(b). In the remainder of the distribu-
tion to C which was not a sale or exchange of 
section 751 property for other property, the 
partnership realizes no gain or loss. See sec-
tion 731(b). Further, under section 734(a), the 
partnership makes no adjustment to the 
basis of the accounts receivable or the 12/ 
19ths interests in depreciable property and 
land which C relinquished. However, if an 
election under section 754 is in effect, the 
partnership must make the adjustment re-
quired under section 734(b) since the adjusted 
basis to the partnership of the inventory dis-
tributed had been $9,100 and C’s basis for 
such inventory after the distribution is only 
$8,737. The basis of the inventory remaining 
in the partnership must be increased by the 
difference of $363. Whether or not an election 
under section 754 is in effect, the basis for 
each of the remaining partnership interests 
will be $39,050 ($20,000 original contribution 
plus $12,000, each partner’s original share of 
the liabilities, plus $6,000, the share of C’s li-
abilities assumed, plus $1,050, each partner’s 
share of ordinary income realized by the 
partnership upon the part of the distribution 
treated as a sale or exchange). 

Example 5. (a) Facts. Assume that partner C 
in example 2 of this paragraph agrees to re-
duce his interest in capital and profits from 
one-third to one-fifth for a current distribu-
tion consisting of $5,000 in cash, and $7,500 of 
accounts receivable with a basis to the part-
nership of $7,500. At the same time, the total 
liabilities of the partnership are not reduced. 
Therefore, after the distribution, C’s share of 
the partnership liabilities has been reduced 
by $4,800 from $12,000 (1/3 of $36,000) to $7,200 
(1/5 of $36,000). 

(b) Presence of section 751 property. For the 
same reasons as stated in paragraph (b) of 
example 2 of this paragraph, the partnership 
inventory items have substantially appre-
ciated in value. 

(c) The properties exchanged. C’s interest in 
the fair market value of the partnership 
properties before and after the distribution 
can be illustrated by the following table: 
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Item 

C’s interest Fair Market Value C received 

C relinquished One-third be-
fore One-fifth after Distribution of 

share 
In excess of 

share 

Cash .......................................................... $5,000 $2,000 $3,000 $2,000 ........................
Liabilities assumed .................................... (12,000) (7,200) ........................ 4,800 ........................
Inventory items: 

Accounts receivable ........................... 3,000 300 2,700 4,800 ........................
Inventory ............................................ 10,000 6,000 ........................ ........................ $4,000 

Depreciable property ................................. 16,000 9,600 ........................ ........................ 6,400 
Land .......................................................... 3,000 1,800 ........................ ........................ 1,200 

Total ............................................ 25,000 12,500 5,700 11,600 11,600 

Although C relinquished his interest in $4,000 
of inventory and received $4,800 of accounts 
receivable, both items constitute section 751 
property and C has received only $800 of ac-
counts receivable for $800 worth of depre-
ciable property or for an $800 undivided in-
terest in land. In the absence of an agree-
ment identifying the properties exchanged, 
it is presumed C received $800 for propor-
tionate shares of his interests in both depre-
ciable property and land. To the extent that 
inventory was exchanged for accounts re-
ceivable, or to the extent cash was distrib-
uted for the release of C’s interest in the bal-
ance of the depreciable property and land, 
the transaction does not fall within section 
751(b) and is a current distribution under sec-
tion 732(a). Thus, the remaining $6,700 of ac-
counts receivable are received in a current 
distribution. 

(d) Distributee partner’s tax consequences. C’s 
tax consequences on the distribution are as 
follows: 

(1) The section 751(b) sale or exchange. As-
suming that the partners paid $800 worth of 
accounts receivable for $800 worth of depre-
ciable property, C is treated as if he received 
the depreciable property in a current dis-
tribution, and his basis for the $800 worth of 
depreciable property is $700 (42,000/48,000 of 
$800, its fair market value), as determined 
under paragraph (b)(2)(iii) of this section. 
Then C is considered as having sold his $800 
share of depreciable property to the partner-
ship for $800. On the sale of the depreciable 
property, C realizes a gain of $100. If, on the 
other hand, the partners had agreed that C 
exchanged an $800 interest in the land for 
$800 worth of accounts receivable, C would 
realize no gain or loss, because under para-
graph (b)(2)(iii) of this section his basis for 
the land sold would be $800. In the absence of 
an agreement, the basis for the depreciable 
property and land (which C is considered as 
having received in a current distribution and 
then sold back to the partnership) would be 
$716 (51,000/57,000 of $800). In that case, on the 
sale of the balance of the $800 share of depre-
ciable property and land, C would realize $84 
of gain ($800 less $716). 

(2) The part of the distribution not under sec-
tion 751(b). Section 751(b) does not apply to 

the balance of the distribution. Under sec-
tion 731, C does not realize either gain or loss 
on the balance of the distribution. The ad-
justments to the basis of C’s interest are il-
lustrated in the following table: 

If accounts 
receivable 

received for 
depreciable 

property 

If accounts 
receivable 
received 
for land 

If there 
is no 

agree-
ment 

Original basis for C’s 
interest ................. $32,000 $32,000 $32,000 

Less basis of prop-
erty distributed 
prior to sec. 751 
(b) sale or ex-
change ................. ¥700 ¥800 ¥716 

31,300 31,200 31,284 
Less money re-

ceived in distribu-
tion ....................... ¥9,800 ¥9,800 ¥9,800 

21,500 21,400 21,484 
Less basis of prop-

erty received in a 
current distribution 
under sec. 732 ..... ¥6,700 ¥6,700 ¥6,700 

Resulting basis for 
C’s interest ........... 14,800 14,700 14,784 

C’s basis for the $1,500 worth of accounts re-
ceivable which he received in the distribu-
tion will be $7,500, composed of $800 for the 
portion purchased in the section 751(b) ex-
change, plus $6,700, the basis carried over 
under section 732(a) for the portion received 
in the current distribution. 

(e) Partnership’s tax consequences. The tax 
consequences to the partnership on the dis-
tribution are as follows: 

(1) The section 751(b) sale or exchange. The 
partnership realizes no gain or loss in the 
section 751 sale or exchange because it had a 
basis of $800 for the accounts receivable for 
which it received $800 worth of other prop-
erty. If the partnership agreed to purchase 
$800 worth of depreciable property, the part-
nership basis of depreciable property be-
comes $42,100 ($42,000 less $700 basis of prop-
erty constructively distributed to C, plus 
$800, price of property purchased). If the 
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partnership purchased land with the ac-
counts receivable, there would be no change 
in the basis of the land to the partnership be-
cause the basis of land distributed was equal 
to its purchase price. If there were no agree-
ment, the basis of the depreciable property 
and land would be $51,084 (depreciable prop-
erty, $42,084 and land $9,000). The basis for 
the depreciable property is computed as fol-
lows: The common partnership basis of 
$42,000 is reduced by the $590 basis (42,000/ 
48,000 of $674) for C’s $674 interest construc-
tively distributed, and increased by $674 
(6,400/7,600 of $800), the part of the purchase 
price allocated to the depreciable property. 
The basis of the land would be computed in 
the same way. The $9,000 original partner-
ship basis is reduced by $126 basis (9,000/9,000 
of $126) of the land constructively distributed 
to C, and increased by $126 (1,200/7,600 of 
$800), the portion of the purchase price allo-
cated to the land. 

(2) The part of the distribution not under sec-
tion 751(b). The partnership will realize no 
gain or loss in the balance of the distribution 
under section 731. Since the property in C’s 
hands after the distribution will have the 
same basis it had in the partnership, the 
basis of partnership property remaining in 
the partnership after the distribution will 
not be adjusted (whether or not an election 
under 754 is in effect). 

Example 6. (a) Facts. Partnership ABC dis-
tributes to partner C, in liquidation of his 
entire one-third interest in the partnership, 
a machine which is section 1245 property 
with a recomputed basis (as defined in sec-
tion 1245(a)(2)) of $18,000. At the time of the 
distribution, the balance sheet of the part-
nership is as follows: 

ASSETS 

Adjusted 
basis per 

books 

Market 
value 

Cash .............................................. $3,000 $3,000 
Machine (section 1245 property) .. 9,000 15,000 
Land ............................................... 18,000 27,000 

Total ................................ 30,000 45,000 

LIABILITIES AND CAPITAL 

Per books Value 

Liabilities ........................................ $0 $0 
Capital: 

A ............................................. 10,000 15,000 
B ............................................. 10,000 15,000 
C ............................................. 10,000 15,000 

Total ................................ 30,000 45,000 

(b) Presence of section 751 property. The sec-
tion 1245 property is an unrealized receivable 
of the partnership to the extent of the poten-
tial section 1245 income in respect of the 

property. Since the fair market value of the 
property ($15,000) is lower than its recom-
puted basis ($18,000), the excess of the fair 
market value over its adjusted basis ($9,000), 
or $6,000, is the potential section 1245 income 
of the partnership in respect of the property. 
The partnership has no other section 751 
property. 

(c) The properties exchanged. In the dis-
tribution C received his share of section 751 
property (potential section 1245 income of 
$2,000, i.e., 1/3 of $6,000) and his share of sec-
tion 1245 property (other than potential sec-
tion 1245 income) with a fair market value of 
$3,000, i.e., 1/3 of ($15,000 minus $6,000), and an 
adjusted basis of $3,000, i.e., 1/3 of $9,000. In 
addition he received $4,000 of section 751 
property (consisting of $4,000 ($6,000 minus 
$2,000) of potential section 1245 income) and 
section 1245 property (other than potential 
section 1245 income) with a fair market value 
of $6,000 ($9,000 minus $3,000) and an adjusted 
basis of $6,000 ($9,000 minus $3,000). C relin-
quished his interest in $1,000 of cash and 
$9,000 of land. Assume that the partners 
agree that the $4,000 of section 751 property 
in excess of C’s share was received by him in 
exchange for $4,000 of land. 

(d) Distributee partner’s tax consequences. C’s 
tax consequences on the distributions are as 
follows: 

(1) The section 751(b) sale or exchange. C is 
treated as if he received in a current dis-
tribution 4/9ths of his share of the land with 
a basis of $2,667 (18,000/27,000×$4,000). Then C 
is considered as having sold his 4/9ths share 
of the land to the partnership for $4,000, real-
izing a gain of $1,333. C’s basis for the re-
mainder of his partnership interest after the 
current distribution is $7,333, i.e., the basis 
of his partnership interest before the current 
distribution ($10,000) minus the basis of the 
land treated as distributed to him ($2,667). 

(2) The part of the distribution not under sec-
tion 751(b). Of the $15,000 total distribution to 
C, $11,000 ($2,000 of potential section 1245 in-
come and $9,000 section 1245 property other 
than potential section 1245 income) is not 
within section 751(b). Under section 732(b) 
and (c), C’s basis for his share of potential 
section 1245 income is zero (see paragraph 
(c)(5) of this section) and his basis for $9,000 
of section 1245 property (other than potential 
section 1245 income) is $7,333, i.e., the 
amount of the remaining basis for his part-
nership interest ($7,333) reduced by the basis 
for his share of potential section 1245 income 
(zero). Thus C’s total aggregate basis for the 
section 1245 property (fair market value of 
$15,000) distributed to him is $11,333 ($4,000 
plus $7,333). For an illustration of the com-
putation of his recomputed basis for the sec-
tion 1245 property immediately after the dis-
tribution, see example 2 of paragraph (f)(3) of 
§ 1.1245–4. 
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(e) Partnership’s tax consequences. The tax 
consequences to the partnership on the dis-
tribution are as follows: 

(1) The section 751(b) sale or exchange. Upon 
the sale of $4,000 potential section 1245 in-
come, with a basis of zero, for 4/9ths of C’s in-
terest in the land, the partnership consisting 
of the remaining members has $4,000 ordi-
nary income under sections 751(b) and 
1245(a)(1). See section 1245(b)(3) and (6)(A). 
The partnership’s new basis for the land is 
$19,333, i.e., $18,000, less the basis of the 4/9ths 
share considered as distributed to C ($2,667), 
plus the partnership purchase price for this 
share ($4,000). 

(2) The part of the distribution not under sec-
tion 751(b). The analysis under this subpara-
graph should be made in accordance with the 
principles illustrated in paragraph (e)(2) of 
examples 3, 4, and 5 of this paragraph. 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, as 
amended by T.D. 6832, 30 FR 8575, July 7, 1965; 
T.D. 7084, 36 FR 268, Jan. 8, 1971; T.D. 8586, 60 
FR 2500, Jan. 10, 1995; T.D. 8847, 64 FR 69915, 
Dec. 15, 1999; T.D. 9137, 69 FR 42559, July 16, 
2004] 

§ 1.752–0 Table of contents. 
This section lists the major para-

graphs that appear in §§ 1.752–1 through 
1.752–7. 

§ 1.752–1 Treatment of partnership liabilities. 

(a) Definitions. 
(1) Recourse liability defined. 
(2) Nonrecourse liability defined. 
(3) Related person. 
(4) Liability defined. 
(i) In general. 
(ii) Obligation. 
(iii) Other liabilities. 
(iv) Effective date. 
(b) Increase in partner’s share of liabilities. 
(c) Decrease in partner’s share of liabil-

ities. 
(d) Assumption of liability. 
(e) Property subject to a liability. 
(f) Netting of increases and decreases in li-

abilities resulting from same transaction. 
(g) Example. 
(h) Sale or exchange of partnership inter-

est. 
(i) Bifurcation of partnership liabilities. 

§ 1.752–2 Partner’s share of recourse liabilities. 

(a) In general. 
(b) Obligation to make a payment. 
(1) In general. 
(2) Treatment upon deemed disposition. 
(3) Obligations recognized. 
(4) Contingent obligations. 
(5) Reimbursement rights. 
(6) Deemed satisfaction or obligation. 
(c) Partner or related person as lender. 
(1) In general. 

(2) Wrapped debt. 
(d) De minimis exceptions. 
(1) Partner as lender. 
(2) Partner as guarantor. 
(e) Special rule for nonrecourse liability 

with interest guaranteed by a partner. 
(1) In general. 
(2) Computation of present value. 
(3) Safe harbor. 
(4) De minimis exception. 
(f) Examples. 
(g) Time-value-of-money considerations. 
(1) In general. 
(2) Valuation of an obligation. 
(3) Satisfaction of obligation with part-

ner’s promissory note. 
(4) Example. 
(h) Partner providing property as security 

for partnership liability. 
(1) Direct pledge. 
(2) Indirect pledge. 
(3) Valuation. 
(4) Partner’s promissory note. 
(i) Treatment of recourse liabilities in 

tiered partnerships. 
(j) Anti-abuse rules. 
(1) In general. 
(2) Arrangements tantamount to a guar-

antee. 
(3) Plan to circumvent or avoid the regula-

tions. 
(4) Examples. 

§ 1.752–3 Partner’s share of nonrecourse 
liabilities. 

(a) In general. 
(b) Examples. 

§ 1.752–4 Special rules. 

(a) Tiered partnerships. 
(b) Related person definition. 
(1) In general. 
(2) Person related to more than one part-

ner. 
(i) In general. 
(ii) Natural persons. 
(iii) Related partner exception. 
(iv) Special rule where entity structured to 

avoid related person status. 
(A) In general. 
(B) Ownership interest. 
(C) Example. 
(c) Limitation. 
(d) Time of determination. 

§ 1.752–5 Effective dates and transition rules. 

(a) In general. 
(b) Election. 
(1) In general. 
(2) Time and manner of election. 
(c) Effect of section 708(b)(1)(B) termi-

nation on determining date liabilities are in-
curred or assumed. 
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§ 1.752–6 Partnership assumption of partner’s 
section 358(h)(3) liability after October 18, 
1999, and before June 24, 2003. 

(a) In general. 
(b) Exceptions. 
(1) In general. 
(2) Transactions described in Notice 2000– 

44. 
(c) Example. 
(d) Effective date. 
(1) In general. 
(2) Election to apply § 1.752–7. 

§ 1.752–7 Partnership assumption of partner’s 
§ 1.752–7 liability on or after June 24, 2003. 

(a) Purpose and structure. 
(b) Definitions. 
(1) Assumption. 
(2) Adjusted value. 
(3) § 1.752–7 liability. 
(i) In general. 
(ii) Amount and share of § 1.752–7 liability. 
(iii) Example. 
(4) § 1.752–7 liability transfer. 
(i) In general. 
(ii) Terminations under section 

708(b)(1)(B). 
(5) § 1.752–7 liability partner. 
(i) In general. 
(ii) Tiered partnerships. 
(A) Assumption by a lower-tier partner-

ship. 
(B) Distribution of partnership interest. 
(6) Remaining built-in loss associated with 

a § 1.752–7 liability. 
(i) In general. 
(ii) Partial dispositions and assumptions. 
(7) § 1.752–7 liability reduction. 
(i) In general. 
(ii) Partial dispositions and assumptions. 
(8) Satisfaction of § 1.752–7 liability. 
(9) Testing date. 
(10) Trade or business. 
(i) In general. 
(ii) Examples. 
(c) Application of section 704(b) and (c) to 

assumed § 1.752–7 liabilities. 
(1) In general. 
(i) Section 704(c). 
(ii) Section 704(b). 
(2) Example. 
(d) Special rules for transfers of partner-

ship interests, distributions of partnership 
assets, and assumptions of the § 1.752–7 liabil-
ity after a § 1.752–7 liability transfer. 

(1) In general. 
(2) Exceptions. 
(i) In general. 
(ii) Examples. 
(e) Transfer of § 1.752–7 liability partner’s 

partnership interest. 
(1) In general. 
(2) Examples. 
(3) Exception for nonrecognition trans-

actions. 
(i) In general. 

(ii) Examples. 
(f) Distribution in liquidation of § 1.752–7 li-

ability partner’s partnership interest. 
(1) In general. 
(2) Example. 
(g) Assumption of § 1.752–7 liability by a 

partner other than § 1.752–7 liability partner. 
(1) In general. 
(2) Consequences to § 1.752–7 liability part-

ner. 
(3) Consequences to partnership. 
(4) Consequences to assuming partner. 
(5) Example. 
(h) Notification by the partnership (or suc-

cessor) of the satisfaction of the § 1.752–7 li-
ability. 

(i) Special rule for amounts that are cap-
italized prior to the occurrence of an event 
described in paragraphs (e), (f), or (g). 

(1) In general. 
(2) Example. 
(j) Tiered partnerships. 
(1) Look-through treatment. 
(2) Trade or business exception. 
(3) Partnership as a § 1.752–7 liability part-

ner. 
(4) Transfer of § 1.752–7 liability by partner-

ship to another partnership or corporation 
after a transaction described in paragraphs 
(e),(f), or (g). 

(i) In general. 
(ii) Subsequent transfers. 
(5) Example. 
(k) Effective dates. 
(1) In general. 
(2) Election to apply this section to as-

sumptions of liabilities occurring after Octo-
ber 18, 1999 and before June 24, 2003. 

(i) In general. 
(ii) Manner of making election. 
(iii) Filing of amended returns. 
(iv) Time for making election. 

[T.D. 8380, 56 FR 66350, Dec. 23, 1991, as 
amended by T.D. 9207, 70 FR 30342, May 26, 
2005] 

§ 1.752–1 Treatment of partnership li-
abilities. 

(a) Definitions. For purposes of sec-
tion 752, the following definitions 
apply: 

(1) Recourse liability defined. A part-
nership liability is a recourse liability 
to the extent that any partner or re-
lated person bears the economic risk of 
loss for that liability under § 1.752–2. 

(2) Nonrecourse liability defined. A 
partnership liability is a nonrecourse 
liability to the extent that no partner 
or related person bears the economic 
risk of loss for that liability under 
§ 1.752–2. 

(3) Related person. Related person 
means a person having a relationship 
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to a partner that is described in § 1.752– 
4(b). 

(4) Liability defined—(i) In general. An 
obligation is a liability for purposes of 
section 752 and the regulations there-
under (§ 1.752–1 liability), only if, when, 
and to the extent that incurring the 
obligation— 

(A) Creates or increases the basis of 
any of the obligor’s assets (including 
cash); 

(B) Gives rise to an immediate deduc-
tion to the obligor; or 

(C) Gives rise to an expense that is 
not deductible in computing the obli-
gor’s taxable income and is not prop-
erly chargeable to capital. 

(ii) Obligation. For purposes of this 
paragraph and § 1.752–7, an obligation is 
any fixed or contingent obligation to 
make payment without regard to 
whether the obligation is otherwise 
taken into account for purposes of the 
Internal Revenue Code. Obligations in-
clude, but are not limited to, debt obli-
gations, environmental obligations, 
tort obligations, contract obligations, 
pension obligations, obligations under 
a short sale, and obligations under de-
rivative financial instruments such as 
options, forward contracts, futures 
contracts, and swaps. 

(iii) Other liabilities. For obligations 
that are not § 1.752–1 liabilities, see 
§§ 1.752–6 and 1.752–7. 

(iv) Effective date. Except as other-
wise provided in § 1.752–7(k), this para-
graph (a)(4) applies to liabilities that 
are incurred or assumed by a partner-
ship on or after June 24, 2003. 

(b) Increase in partner’s share of liabil-
ities. Any increase in a partner’s share 
of partnership liabilities, or any in-
crease in a partner’s individual liabil-
ities by reason of the partner’s assump-
tion of partnership liabilities, is treat-
ed as a contribution of money by that 
partner to the partnership. 

(c) Decrease in partner’s share of liabil-
ities. Any decrease in a partner’s share 
of partnership liabilities, or any de-
crease in a partner’s individual liabil-
ities by reason of the partnership’s as-
sumption of the individual liabilities of 
the partner, is treated as a distribution 
of money by the partnership to that 
partner. 

(d) Assumption of liability. Except as 
otherwise provided in paragraph (e) of 

this section, a person is considered to 
assume a liability only to the extent 
that: 

(1) The assuming person is personally 
obligated to pay the liability; and 

(2) If a partner or related person as-
sumes a partnership liability, the per-
son to whom the liability is owed 
knows of the assumption and can di-
rectly enforce the partner’s or related 
person’s obligation for the liability, 
and no other partner or person that is 
a related person to another partner 
would bear the economic risk of loss 
for the liability immediately after the 
assumption. 

(e) Property subject to a liability. If 
property is contributed by a partner to 
the partnership or distributed by the 
partnership to a partner and the prop-
erty is subject to a liability of the 
transferor, the transferee is treated as 
having assumed the liability, to the ex-
tent that the amount of the liability 
does not exceed the fair market value 
of the property at the time of the con-
tribution or distribution. 

(f) Netting of increases and decreases in 
liabilities resulting from same transaction. 
If, as a result of a single transaction, a 
partner incurs both an increase in the 
partner’s share of the partnership li-
abilities (or the partner’s individual li-
abilities) and a decrease in the part-
ner’s share of the partnership liabil-
ities (or the partner’s individual liabil-
ities), only the net decrease is treated 
as a distribution from the partnership 
and only the net increase is treated as 
a contribution of money to the part-
nership. Generally, the contribution to 
or distribution from a partnership of 
property subject to a liability or the 
termination of the partnership under 
section 708(b) will require that in-
creases and decreases in liabilities as-
sociated with the transaction be netted 
to determine if a partner will be 
deemed to have made a contribution or 
received a distribution as a result of 
the transaction. When two or more 
partnerships merge or consolidate 
under section 708(b)(2)(A), as described 
in § 1.708–1(c)(3)(i), increases and de-
creases in partnership liabilities asso-
ciated with the merger or consolida-
tion are netted by the partners in the 
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terminating partnership and the re-
sulting partnership to determine the 
effect of the merger under section 752. 

(g) Example. The following example 
illustrates the principles of paragraphs 
(b), (c), (e), and (f) of this section. 

Example 1. Property contributed subject to 
a liability; netting of increase and decrease 
in partner’s share of liability. B contributes 
property with an adjusted basis of $1,000 to a 
general partnership in exchange for a one- 
third interest in the partnership. At the time 
of the contribution, the partnership does not 
have any liabilities outstanding and the 
property is subject to a recourse debt of $150 
and has a fair market value in excess of $150. 
After the contribution, B remains personally 
liable to the creditor and none of the other 
partners bears any of the economic risk of 
loss for the liability under state law or oth-
erwise. Under paragraph (e) of this section, 
the partnership is treated as having assumed 
the $150 liability. As a result, B’s individual 
liabilities decrease by $150. At the same 
time, however, B’s share of liabilities of the 
partnership increases by $150. Only the net 
increase or decrease in B’s share of the li-
abilities of the partnership and B’s indi-
vidual liabilities is taken into account in ap-
plying section 752. Because there is no net 
change, B is not treated as having contrib-
uted money to the partnership or as having 
received a distribution of money from the 
partnership under paragraph (b) or (c) of this 
section. Therefore B’s basis for B’s partner-
ship interest is $1,000 (B’s basis for the con-
tributed property). 

Example 2. Merger or consolidation of part-
nerships holding property encumbered by liabil-
ities. (i) B owns a 70 percent interest in part-
nership T. Partnership T’s sole asset is prop-
erty X, which is encumbered by a $900 liabil-
ity. Partnership T’s adjusted basis in prop-
erty X is $600, and the value of property X is 
$1,000. B’s adjusted basis in its partnership T 
interest is $420. B also owns a 20 percent in-
terest in partnership S. Partnership S’s sole 
asset is property Y, which is encumbered by 
a $100 liability. Partnership S’s adjusted 
basis in property Y is $200, the value of prop-
erty Y is $1,000, and B’s adjusted basis in its 
partnership S interest is $40. 

(ii) Partnership T and partnership S merge 
under section 708(b)(2)(A). Under section 
708(b)(2)(A) and § 1.708–1(c)(1), partnership T 
is considered terminated and the resulting 
partnership is considered a continuation of 
partnership S. Partnerships T and S under-
take the form described in § 1.708–1(c)(3)(i) for 
the partnership merger. Under § 1.708– 
1(c)(3)(i), partnership T contributes property 
X and its $900 liability to partnership S in 
exchange for an interest in partnership S. 
Immediately thereafter, partnership T dis-
tributes the interests in partnership S to its 

partners in liquidation of their interests in 
partnership T. B owns a 25 percent interest 
in partnership S after partnership T distrib-
utes the interests in partnership S to B. 

(iii) Under paragraph (f) of this section, B 
nets the increases and decreases in its share 
of partnership liabilities associated with the 
merger of partnership T and partnership S. 
Before the merger, B’s share of partnership 
liabilities was $650 (B had a $630 share of 
partnership liabilities in partnership T and a 
$20 share of partnership liabilities in part-
nership S immediately before the merger). 
B’s share of S’s partnership liabilities after 
the merger is $250 (25 percent of S’s total 
partnership liabilities of $1,000). Accordingly, 
B has a $400 net decrease in its share of S’s 
partnership liabilities. Thus, B is treated as 
receiving a $400 distribution from partner-
ship S under section 752(b). Because B’s ad-
justed basis in its partnership S interest be-
fore the deemed distribution under section 
752(b) is $460 ($420 + $40), B will not recognize 
gain under section 731. After the merger, B’s 
adjusted basis in its partnership S interest is 
$60. 

(h) Sale or exchange of a partnership 
interest. If a partnership interest is sold 
or exchanged, the reduction in the 
transferor partner’s share of partner-
ship liabilities is treated as an amount 
realized under section 1001 and the reg-
ulations thereunder. For example, if a 
partner sells an interest in a partner-
ship for $750 cash and transfers to the 
purchaser the partner’s share of part-
nership liabilities in the amount of 
$250, the seller realizes $1,000 on the 
transaction. 

(i) Bifurcation of partnership liabilities. 
If one or more partners bears the eco-
nomic risk of loss as to part, but not 
all, of a partnership liability rep-
resented by a single contractual obliga-
tion, that liability is treated as two or 
more separate liabilities for purposes 
of section 752. The portion of the liabil-
ity as to which one or more partners 
bear the economic risk of loss is a re-
course liability and the remainder of 
the liability, if any, is a nonrecourse li-
ability. 

[T.D. 8380, 56 FR 66351, Dec. 23, 1991, as 
amended by T.D. 8925, 66 FR 723, Jan. 4, 2001; 
T.D. 9207, 70 FR 30343, May 26, 2005] 

§ 1.752–2 Partner’s share of recourse li-
abilities. 

(a) In general. A partner’s share of a 
recourse partnership liability equals 
the portion of that liability, if any, for 
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which the partner or related person 
bears the economic risk of loss. The de-
termination of the extent to which a 
partner bears the economic risk of loss 
for a partnership liability is made 
under the rules in paragraphs (b) 
through (k) of this section. 

(b) Obligation to make a payment—(1) 
In general. Except as otherwise pro-
vided in this section, a partner bears 
the economic risk of loss for a partner-
ship liability to the extent that, if the 
partnership constructively liquidated, 
the partner or related person would be 
obligated to make a payment to any 
person (or a contribution to the part-
nership) because that liability becomes 
due and payable and the partner or re-
lated person would not be entitled to 
reimbursement from another partner 
or person that is a related person to 
another partner. Upon a constructive 
liquidation, all of the following events 
are deemed to occur simultaneously: 

(i) All of the partnership’s liabilities 
become payable in full; 

(ii) With the exception of property 
contributed to secure a partnership li-
ability (see § 1.752–2(h)(2)), all of the 
partnership’s assets, including cash, 
have a value of zero; 

(iii) The partnership disposes of all of 
its property in a fully taxable trans-
action for no consideration (except re-
lief from liabilities for which the 
creditors’s right to repayment is lim-
ited solely to one or more assets of the 
partnership); 

(iv) All items of income, gain, loss, or 
deduction are allocated among the 
partners; and 

(v) The partnership liquidates. 
(2) Treatment upon deemed disposition. 

For purposes of paragraph (b)(1) of this 
section, gain or loss on the deemed dis-
position of the partnership’s assets is 
computed in accordance with the fol-
lowing: 

(i) If the creditor’s right to repay-
ment of a partnership liability is lim-
ited solely to one or more assets of the 
partnership, gain or loss is recognized 
in an amount equal to the difference 
between the amount of the liability 
that is extinguished by the deemed dis-
position and the tax basis (or book 
value to the extent section 704(c) or 
§ 1.704–1(b)(4)(i) applies) in those assets. 

(ii) A loss is recognized equal to the 
remaining tax basis (or book value to 
the extent section 704(c) or § 1.704– 
1(b)(4)(i) applies) of all the partner-
ship’s assets not taken into account in 
paragraph (b)(2)(i) of this section. 

(3) Obligations recognized. The deter-
mination of the extent to which a part-
ner or related person has an obligation 
to make a payment under paragraph 
(b)(1) of this section is based on the 
facts and circumstances at the time of 
the determination. All statutory and 
contractual obligations relating to the 
partnership liability are taken into ac-
count for purposes of applying this sec-
tion, including: 

(i) Contractual obligations outside 
the partnership agreement such as 
guarantees, indemnifications, reim-
bursement agreements, and other obli-
gations running directly to creditors or 
to other partners, or to the partner-
ship; 

(ii) Obligations to the partnership 
that are imposed by the partnership 
agreement, including the obligation to 
make a capital contribution and to re-
store a deficit capital account upon liq-
uidation of the partnership; and 

(iii) Payment obligations (whether in 
the form of direct remittances to an-
other partner or a contribution to the 
partnership) imposed by state law, in-
cluding the governing state partner-
ship statute. 
To the extent that the obligation of a 
partner to make a payment with re-
spect to a partnership liability is not 
recognized under this paragraph (b)(3), 
paragraph (b) of this section is applied 
as if the obligation did not exist. 

(4) Contingent obligations. A payment 
obligation is disregarded if, taking into 
account all the facts and cir-
cumstances, the obligation is subject 
to contingencies that make it unlikely 
that the obligation will ever be dis-
charged. If a payment obligation would 
arise at a future time after the occur-
rence of an event that is not deter-
minable with reasonable certainty, the 
obligation is ignored until the event 
occurs. 

(5) Reimbursement rights. A partner’s 
or related person’s obligation to make 
a payment with respect to a partner-
ship liability is reduced to the extent 
that the partner or related person is 
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entitled to reimbursement from an-
other partner or a person who is a re-
lated person to another partner. 

(6) Deemed satisfaction of obligation. 
For purposes of determining the extent 
to which a partner or related person 
has a payment obligation and the eco-
nomic risk of loss, it is assumed that 
all partners and related persons who 
have obligations to make payments ac-
tually perform those obligations, irre-
spective of their actual net worth, un-
less the facts and circumstances indi-
cate a plan to circumvent or avoid the 
obligation. See paragraphs (j) and (k) 
of this section. 

(c) Partner or related person as lender— 
(1) In general. A partner bears the eco-
nomic risk of loss for a partnership li-
ability to the extent that the partner 
or a related person makes (or acquires 
an interest in) a nonrecourse loan to 
the partnership and the economic risk 
of loss for the liability is not borne by 
another partner. 

(2) Wrapped debt. If a partnership li-
ability is owed to a partner or related 
person and that liability includes (i.e., 
is ‘‘wrapped’’ around) a nonrecourse ob-
ligation encumbering partnership prop-
erty that is owed to another person, 
the partnership liability will be treated 
as two separate liabilities. The portion 
of the partnership liability cor-
responding to the wrapped debt is 
treated as a liability owed to another 
person. 

(d) De minimis exceptions—(1) Partner 
as lender. The general rule contained in 
paragraph (c)(1) of this section does not 
apply if a partner or related person 
whose interest (directly or indirectly 
through one or more partnerships in-
cluding the interest of any related per-
son) in each item of partnership in-
come, gain, loss, deduction, or credit 
for every taxable year that the partner 
is a partner in the partnership is 10 
percent or less, makes a loan to the 
partnership which constitutes qualified 
nonrecourse financing within the 
meaning of section 465(b)(6) (deter-
mined without regard to the type of ac-
tivity financed). 

(2) Partner as guarantor. The general 
rule contained in paragraph (b)(1) of 
this section does not apply if a partner 
or related person whose interest (di-
rectly or indirectly through one or 

more partnerships including the inter-
est of any related person) in each item 
of partnership income, gain, loss, de-
duction, or credit for every taxable 
year that the partner is a partner in 
the partnership is 10 percent or less, 
guarantees a loan that would otherwise 
be a nonrecourse loan of the partner-
ship and which would constitute quali-
fied nonrecourse financing within the 
meaning of section 465(b)(6) (without 
regard to the type of activity financed) 
if the guarantor had made the loan to 
the partnership. 

(e) Special rule for nonrecourse liability 
with interest guaranteed by a partner—(1) 
In general. For purposes of this section, 
if one or more partners or related per-
sons have guaranteed the payment of 
more than 25 percent of the total inter-
est that will accrue on a partnership 
nonrecourse liability over its remain-
ing term, and it is reasonable to expect 
that the guarantor will be required to 
pay substantially all of the guaranteed 
future interest if the partnership fails 
to do so, then the liability is treated as 
two separate partnership liabilities. If 
this rule applies, the partner or related 
person that has guaranteed the pay-
ment of interest is treated as bearing 
the economic risk of loss for the part-
nership liability to the extent of the 
present value of the guaranteed future 
interest payments. The remainder of 
the stated principal amount of the 
partnership liability constitutes a non-
recourse liability. Generally, in apply-
ing this rule, it is reasonable to expect 
that the guarantor will be required to 
pay substantially all of the guaranteed 
future interest if, upon a default in 
payment by the partnership, the lender 
can enforce the interest guaranty with-
out foreclosing on the property and 
thereby extinguishing the underlying 
debt. The guarantee of interest rule 
continues to apply even after the point 
at which the amount of guaranteed in-
terest that will accrue is less than 25 
percent of the total interest that will 
accrue on the liability. 

(2) Computation of present value. The 
present value of the guaranteed future 
interest payments is computed using a 
discount rate equal to either the inter-
est rate stated in the loan documents, 
or if interest is imputed under either 
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section 483 or section 1274, the applica-
ble federal rate, compounded semi-an-
nually. The computation takes into ac-
count any payment of interest that the 
partner or related person may be re-
quired to make only to the extent that 
the interest will accrue economically 
(determined in accordance with section 
446 and the regulations thereunder) 
after the date of the interest guar-
antee. If the loan document contains a 
variable rate of interest that is an in-
terest rate based on current values of 
an objective interest index, the present 
value is computed on the assumption 
that the interest determined under the 
objective interest index on the date of 
the computation will remain constant 
over the term of the loan. The term 
‘‘objective interest index’’ has the 
meaning given to it in section 1275 and 
the regulations thereunder (relating to 
variable rate debt instruments). Exam-
ples of an objective interest index in-
clude the prime rate of a designated fi-
nancial institution, LIBOR (London 
Interbank Offered Rate), and the appli-
cable federal rate under section 1274(d). 

(3) Safe harbor. The general rule con-
tained in paragraph (e)(1) of this sec-
tion does not apply to a partnership 
nonrecourse liability if the guarantee 
of interest by the partner or related 
person is for a period not in excess of 
the lesser of five years or one-third of 
the term of the liability. 

(4) De minimis exception. The general 
rule contained in paragraph (e)(1) of 
this section does not apply if a partner 
or related person whose interest (di-
rectly or indirectly through one or 
more partnerships including the inter-
est of any related person) in each item 
of partnership income, gain, loss, de-
duction, or credit for every taxable 
year that the partner is a partner in 
the partnership is 10 percent of less, 
guarantees the interest on a loan to 
that partnership which constitutes 
qualified nonrecourse financing within 
the meaning of section 465(b)(6) (deter-
mined without regard to the type of ac-
tivity financed). An allocation of inter-
est to the extent paid by the guarantor 
is not treated as a partnership item of 
deduction or loss subject to the 10 per-
cent or less rule. 

(f) Examples. The following examples 
illustrate the principles of paragraphs 
(a) through (e) of this section. 

Example 1. Determining when a partner 
bears the economic risk of loss. A and B form 
a general partnership with each contributing 
$100 in cash. The partnership purchases an 
office building on leased land for $1,000 from 
an unrelated seller, paying $200 in cash and 
executing a note to the seller for the balance 
of $800. The note is a general obligation of 
the partnership, i.e., no partner has been re-
lieved from personal liability. The partner-
ship agreement provides that all items are 
allocated equally except that tax losses are 
specially allocated 90% to A and 10% to B 
and that capital accounts will be maintained 
in accordance with the regulations under 
section 704(b), including a deficit capital ac-
count restoration obligation on liquidation. 
In a constructive liquidation, the $800 liabil-
ity becomes due and payable. All of the part-
nership’s assets, including the building, are 
deemed to be worthless. The building is 
deemed sold for a value of zero. Capital ac-
counts are adjusted to reflect the loss on the 
hypothetical disposition, as follows: 

A B 

Initial contribution ...................... $100 $100 
Loss on hypothetical sale .......... (900 ) (100 ) 

($800 ) $0 

Other than the partners’ obligation to fund 
negative capital accounts on liquidation, 
there are no other contractual or statutory 
payment obligations existing between the 
partners, the partnership and the lender. 
Therefore, $800 of the partnership liability is 
classified as a recourse liability because one 
or more partners bears the economic risk of 
loss for non-payment. B has no share of the 
$800 liability since the constructive liquida-
tion produces no payment obligation for B. 
A’s share of the partnership liability is $800 
because A would have an obligation in that 
amount to make a contribution to the part-
nership. 

Example 2. Recourse liability; deficit restora-
tion obligation. C and D each contribute $500 
in cash to the capital of a new general part-
nership, CD. CD purchases property from an 
unrelated seller for $1,000 in cash and a $9,000 
mortgage note. The note is a general obliga-
tion of the partnership, i.e., no partner has 
been relieved from personal liability. The 
partnership agreement provides that profits 
and losses are to be divided 40% to C and 60% 
to D. C and D are required to make up any 
deficit in their capital accounts. In a con-
structive liquidation, all partnership assets 
are deemed to become worthless and all part-
nership liabilities become due and payable in 
full. The partnership is deemed to dispose of 

VerDate Mar<15>2010 18:05 Apr 27, 2012 Jkt 226093 PO 00000 Frm 00656 Fmt 8010 Sfmt 8010 Q:\26\26V8 ofr150 PsN: PC150



647 

Internal Revenue Service, Treasury § 1.752–2 

all its assets in a fully taxable transaction 
for no consideration. Capital accounts are 
adjusted to reflect the loss on the hypo-
thetical disposition, as follows: 

C D 

Initial contribution ...................... $500 $500 

Loss on hypothetical sale .......... (4,000 ) (6,000 ) 
($3,500 ) ($5,500 ) 

C’s capital account reflects a deficit that C 
would have to make up to $3,500 and D’s cap-
ital account reflects a deficit that D would 
have to make up of $5,500. Therefore, the 
$9,000 mortgage note is a recourse liability 
because one or more partners bear the eco-
nomic risk of loss for the liability. C’s share 
of the recourse liability is $3,500 and D’s 
share is $5,500. 

Example 3. Guarantee by limited partner; 
partner deemed to satisfy obligation. E and F 
form a limited partnership. E, the general 
partner, contributes $2,000 and F, the limited 
partner, contributes $8,000 in cash to the 
partnership. The partnership agreement allo-
cates losses 20% to E and 80% to F until F’s 
capital account is reduced to zero, after 
which all losses are allocated to E. The part-
nership purchases depreciable property for 
$25,000 using its $10,000 cash and a $15,000 re-
course loan from a bank. F guarantees pay-
ment of the $15,000 loan to the extent the 
loan remains unpaid after the bank has ex-
hausted its remedies against the partnership. 
In a constructive liquidation, the $15,000 li-
ability becomes due and payable. All of the 
partnership’s assets, including the depre-
ciable property, are deemed to be worthless. 
The depreciable property is deemed sold for 
a value of zero. Capital accounts are adjusted 
to reflect the loss on the hypothetical dis-
position, as follows: 

E F 

Initial contribution ...................... $2,000 $8,000 
Loss on hypothetical sale .......... (17,000 ) (8,000 ) 

($15,000 ) $0 

E, as a general partner, would be obligated 
by operation of law to make a net contribu-
tion to the partnership of $15,000. Because E 
is assumed to satisfy that obligation, it is 
also assumed that F would not have to sat-
isfy F’s guarantee. The $15,000 mortgage is 
treated as a recourse liability because one or 
more partners bear the economic risk of loss. 
E’s share of the liability is $15,000, and F’s 
share is zero. This would be so even if E’s net 
worth at the time of the determination is 
less than $15,000, unless the facts and cir-
cumstances indicate a plan to circumvent or 
avoid E’s obligation to contribute to the 
partnership. 

Example 4. Partner guarantee with right of 
subrogation. G, a limited partner in the GH 
partnership, guarantees a portion of a part-
nership liability. The liability is a general 
obligation of the partnership, i.e., no partner 
has been relieved from personal liability. If 
under state law G is subrogated to the rights 
of the lender, G would have the right to re-
cover the amount G paid to the recourse 
lender from the general partner. Therefore, 
G does not bear the economic risk of loss for 
the partnership liability. 

Example 5. Bifurcation of partnership liabil-
ity; guarantee of part of nonrecourse liability. A 
partnership borrows $10,000, secured by a 
mortgage on real property. The mortgage 
note contains an exoneration clause which 
provides that in the event of default, the 
holder’s only remedy is to foreclose on the 
property. The holder may not look to any 
other partnership asset or to any partner to 
pay the liability. However, to induce the 
lender to make the loan, a partner guaran-
tees payment of $200 of the loan principal. 
The exoneration clause does not apply to the 
partner’s guarantee. If the partner paid pur-
suant to the guarantee, the partner would be 
subrogated to the rights of the lender with 
respect to $200 of the mortgage debt, but the 
partner is not otherwise entitled to reim-
bursement from the partnership or any part-
ner. For purposes of section 752, $200 of the 
$10,000 mortgage liability is treated as a re-
course liability of the partnership and $9,800 
is treated as a nonrecourse liability of the 
partnership. The partner’s share of the re-
course liability of the partnership is $200. 

Example 6. Wrapped debt. I, an individual, 
purchases real estate from an unrelated sell-
er for $10,000, paying $1,000 in cash and giving 
a $9,000 purchase mortgage note on which I 
has no personal liability and as to which the 
seller can look only to the property for satis-
faction. At a time when the property is 
worth $15,000, I sells the property to a part-
nership in which I is a general partner. The 
partnership pays for the property with a 
partnership purchase money mortgage note 
of $15,000 on which neither the partnership 
nor any partner (or person related to a part-
ner) has personal liability. The $15,000 mort-
gage note is a wrapped debt that includes the 
$9,000 obligation to the original seller. The 
liability is a recourse liability to the extent 
of $6,000 because I is the creditor with re-
spect to the loan and I bears the economic 
risk of loss for $6,000. I’s share of the re-
course liability is $6,000. The remaining 
$9,000 is treated as a partnership nonrecourse 
liability that is owed to the unrelated seller. 

Example 7. Guarantee of interest by partner 
treated as part recourse and part nonrecourse. 
On January 1, 1992, a partnership obtains a 
$4,000,000 loan secured by a shopping center 
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owned by the partnership. Neither the part-
nership nor any partner has any personal li-
ability under the loan documents for repay-
ment of the stated principal amount. Inter-
est accrues at a 15 percent annual rate and is 
payable on December 31 of each year. The 
principal is payable in a lump sum on De-
cember 31, 2006. A partner guarantees pay-
ment of 50 percent of each interest payment 
required by the loan. The guarantee can be 
enforced without first foreclosing on the 
property. When the partnership obtains the 
loan, the present value (discounted at 15 per-
cent, compounded annually) of the future in-
terest payments is $3,508,422, and of the fu-
ture principal payment is $491,578. If tested 
on that date, the loan would be treated as a 
partnership liability of $1,754,211 
($3,508,422×.5) for which the guaranteeing 
partner bears the economic risk of loss and a 
partnership nonrecourse liability of $2,245,789 
($1,754,211 + $491,578). 

Example 8. Contingent obligation not recog-
nized. J and K form a general partnership 
with cash contributions of $2,500 each. J and 
K share partnership profits and losses equal-
ly. The partnership purchases an apartment 
building for its $5,000 of cash and a $20,000 
nonrecourse loan from a commercial bank. 
The nonrecourse loan is secured by a mort-
gage on the building. The loan documents 
provide that the partnership will be liable 
for the outstanding balance of the loan on a 
recourse basis to the extent of any decrease 
in the value of the apartment building re-
sulting from the partnership’s failure prop-
erly to maintain the property. There are no 
facts that establish with reasonable cer-
tainty the existence of any liability on the 
part of the partnership (and its partners) for 
damages resulting from the partnership’s 
failure properly to maintain the building. 
Therefore, no partner bears the economic 
risk of loss, and the liability constitutes a 
nonrecourse liability. Under § 1.752–3, J and K 
share this nonrecourse liability equally be-
cause they share all profits and losses equal-
ly. 

(g) Time-value-of-money consider-
ations—(1) In general. The extent to 
which a partner or related person bears 
the economic risk of loss is determined 
by taking into account any delay in 
the time when a payment or contribu-
tion obligation with respect to a part-
nership liability is to be satisfied. If a 
payment obligation with respect to a 
partnership liability is not required to 
be satisfied within a reasonable time 
after the liability becomes due and 
payable, or if the obligation to make a 
contribution to the partnership is not 
required to be satisfied before the later 
of— 

(i) The end of the year in which the 
partner’s interest is liquidated, or 

(ii) 90 days after the liquidation, 
the obligation is recognized only to the 
extent of the value of the obligation. 

(2) Valuation of an obligation. The 
value of a payment or contribution ob-
ligation that is not required to be sat-
isfied within the time period specified 
in paragraph (g)(1) of this section 
equals the entire principal balance of 
the obligation only if the obligation 
bears interest equal to or greater than 
the applicable federal rate under sec-
tion 1274(d) at the time of valuation, 
commencing on— 

(i) In the case of a payment obliga-
tion, the date that the partnership li-
ability to a creditor or other person to 
whom the obligation relates becomes 
due and payable, or 

(ii) In the case of a contribution obli-
gation, the date of the liquidation of 
the partner’s interest in the partner-
ship. If the obligation does not bear in-
terest at a rate at least equal to the 
applicable federal rate at the time of 
valuation, the value of the obligation 
is discounted to the present value of all 
payments due from the partner or re-
lated person (i.e., the imputed principal 
amount computed under section 
1274(b)). For purposes of making this 
present value determination, the part-
nership is deemed to have construc-
tively liquidated as of the date on 
which the payment obligation is valued 
and the payment obligation is assumed 
to be a debt instrument subject to the 
rules of section 1274 (i.e., the debt in-
strument is treated as if it were issued 
for property at the time of the valu-
ation). 

(3) Satisfaction of obligation with part-
ner’s promissory note. An obligation is 
not satisfied by the transfer to the ob-
ligee of a promissory note by a partner 
or related person unless the note is 
readily tradeable on an established se-
curities market. 

(4) Example. The following example il-
lustrates the principle of paragraph (g) 
of this section. 

Example. Value of obligation not required 
to be satisfied within specified time period. 
A, the general partner, and B, the limited 
partner, each contributes $10,000 to partner-
ship AB. AB purchases property from an un-
related seller for $20,000 in cash and a $70,000 
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recourse purchase money note. The partner-
ship agreement provides that profits and 
losses are to be divided equally. A and B are 
required to make up any deficit in their cap-
ital accounts. While A is required to restore 
any deficit balance in A’s capital account 
within 90 days after the date of liquidation of 
the partnership, B is not required to restore 
any deficit for two years following the date 
of liquidation. The deficit in B’s capital ac-
count will not bear interest during that two- 
year period. In a constructive liquidation, all 
partnership assets are deemed to become 
worthless and all partnership liabilities be-
come due and payable in full. The partner-
ship is deemed to dispose of all its assets in 
a fully taxable transaction for no consider-
ation. Capital accounts are adjusted to re-
flect the loss on the hypothetical disposi-
tion, as follows: 

A B 

Initial contribution ...................... $10,000 $10,000 
Loss on hypothetical sale .......... (45,000 ) (45,000 ) 

(35,000 ) (35,000 ) 

A’s and B’s capital accounts each reflect 
deficits of $35,000. B’s obligation to make a 
contribution pursuant to B’s deficit restora-
tion obligation is recognized only to the ex-
tent of the fair market value of that obliga-
tion at the time of the constructive liquida-
tion because B is not required to satisfy that 
obligation by the later of the end of the part-
nership taxable year in which B’s interest is 
liquidated or within 90 days after the date of 
the liquidation. Because B’s obligation does 
not bear interest, the fair market value is 
deemed to equal the imputed principal 
amount under section 1274(b). Under section 
1274(b), the imputed principal amount of a 
debt instrument equals the present value of 
all payments due under the debt instrument. 
Assume the applicable federal rate with re-
spect to B’s obligation is 10 percent com-
pounded semiannually. Using this discount 
rate, the present value of the $35,000 payment 
that B would be required to make two years 
after the constructive liquidation to restore 
the deficit balance in B’s capital account 
equals $28,795. To the extent that B’s deficit 
restoration obligation is not recognized, it is 
assumed that B’s obligation does not exist. 
Therefore, A, as the sole general partner, 
would be obligated by operation of law to 
contribute an additional $6,205 of capital to 
the partnership. Accordingly, under para-
graph (g) of this section, B bears the eco-
nomic risk of loss for $28,795 and A bears the 
economic risk of loss for $41,205 ($35,000 + 
$6,205). 

(h) Partner providing property as secu-
rity for partnership liability—(1) Direct 
pledge. A partner is considered to bear 

the economic risk of loss for a partner-
ship liability to the extent of the value 
of any the partner’s or related person’s 
separate property (other than a direct 
or indirect interest in the partnership) 
that is pledged as security for the part-
nership liability. 

(2) Indirect pledge. A partner is con-
sidered to bear the economic risk of 
loss for a partnership liability to the 
extent of the value of any property 
that the partner contributes to the 
partnership solely for the purpose of 
securing a partnership liability. Con-
tributed property is not treated as con-
tributed solely for the purpose of secur-
ing a partnership liability unless sub-
stantially all of the items of income, 
gain, loss, and deduction attributable 
to the contributed property are allo-
cated to the contributing partner, and 
this allocation is generally greater 
than the partner’s share of other sig-
nificant items of partnership income, 
gain, loss, or deduction. 

(3) Valuation. The extent to which a 
partner bears the economic risk of loss 
for a partnership liability as a result of 
a direct pledge described in paragraph 
(h)(1) of this section or an indirect 
pledge described in paragraph (h)(2) of 
this section is limited to the net fair 
market value of the property (pledged 
property) at the time of the pledge or 
contribution. If a partner provides ad-
ditional pledged property, the addition 
is treated as a new pledge and the net 
fair market value of the pledged prop-
erty (including but not limited to the 
additional property) must be deter-
mined at that time. For purposes of 
this paragraph (h), if pledged property 
is subject to one or more other obliga-
tions, those obligations must be taken 
into account in determining the net 
fair market value of pledged property 
at the time of the pledge or contribu-
tion. 

(4) Partner’s promissory note. For pur-
poses of paragraph (h)(2) of this sec-
tion, a promissory note of the partner 
or related person that is contributed to 
the partnership shall not be taken into 
account unless the note is readily 
tradeable on an established securities 
market. 

(i) Treatment of recourse liabilities in 
tiered partnerships. If a partnership (the 
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‘‘upper-tier partnership’’) owns (di-
rectly or indirectly through one or 
more partnerships) an interest in an-
other partnership (the ‘‘lower-tier part-
nership’’), the liabilities of the lower- 
tier partnership are allocated to the 
upper-tier partnership in an amount 
equal to the sum of the following— 

(1) The amount of the economic risk 
of loss that the upper-tier partnership 
bears with respect to the liabilities; 
and 

(2) Any other amount of the liabil-
ities with respect to which partners of 
the upper-tier partnership bear the eco-
nomic risk of loss. 

(j) Anti-abuse rules—(1) In general. An 
obligation of a partner or related per-
son to make a payment may be dis-
regarded or treated as an obligation of 
another person for purposes of this sec-
tion if facts and circumstances indi-
cate that a principal purpose of the ar-
rangement between the parties is to 
eliminate the partner’s economic risk 
of loss with respect to that obligation 
or create the appearance of the partner 
or related person bearing the economic 
risk of loss when, in fact, the substance 
of the arrangement is otherwise. Cir-
cumstances with respect to which a 
payment obligation may be disregarded 
include, but are not limited to, the sit-
uations described in paragraphs (j)(2) 
and (j)(3) of this section. 

(2) Arrangements tantamount to a guar-
antee. Irrespective of the form of a con-
tractual obligation, a partner is consid-
ered to bear the economic risk of loss 
with respect to a partnership liability, 
or a portion thereof, to the extent that: 

(i) The partner or related person un-
dertakes one or more contractual obli-
gations so that the partnership may 
obtain a loan; 

(ii) The contractual obligations of 
the partner or related person eliminate 
substantially all the risk to the lender 
that the partnership will not satisfy its 
obligations under the loan; and 

(iii) One of the principal purposes of 
using the contractual obligations is to 
attempt to permit partners (other than 
those who are directly or indirectly lia-
ble for the obligation) to include a por-
tion of the loan in the basis of their 
partnership interests. 
The partners are considered to bear the 
economic risk of loss for the liability 

in accordance with their relative eco-
nomic burdens for the liability pursu-
ant to the contractual obligations. For 
example, a lease between a partner and 
a partnership which is not on commer-
cially reasonable terms may be tanta-
mount to a guarantee by the partner of 
a partnership liability. 

(3) Plan to circumvent or avoid the obli-
gation. An obligation of a partner to 
make a payment is not recognized if 
the facts and circumstances evidence a 
plan to circumvent or avoid the obliga-
tion. 

(4) Example. The following example il-
lustrates the principle of paragraph 
(j)(3) of this section. 

Example. Plan to circumvent or avoid obli-
gation. A and B form a general partnership. 
A, a corporation, contributes $20,000 and B 
contributes $80,000 to the partnership. A is 
obligated to restore any deficit in its part-
nership capital account. The partnership 
agreement allocates losses 20% to A and 80% 
to B until B’s capital account is reduced to 
zero, after which all losses are allocated to 
A. The partnership purchases depreciable 
property for $250,000 using its $100,000 cash 
and a $150,000 recourse loan from a bank. B 
guarantees payment of the $150,000 loan to 
the extent the loan remains unpaid after the 
bank has exhausted its remedies against the 
partnership. A is a subsidiary, formed by a 
parent of a consolidated group, with capital 
limited to $20,000 to allow the consolidated 
group to enjoy the tax losses generated by 
the property while at the same time limiting 
its monetary exposure for such losses. These 
facts, when considered together with B’s 
guarantee, indicate a plan to circumvent or 
avoid A’s obligation to contribute to the 
partnership. The rules of section 752 must be 
applied as if A’s obligation to contribute did 
not exist. Accordingly, the $150,000 liability 
is a recourse liability that is allocated en-
tirely to B. 

(k) Effect of a disregarded entity—(1) In 
general. In determining the extent to 
which a partner bears the economic 
risk of loss for a partnership liability, 
an obligation under paragraph (b)(1) of 
this section (§ 1.752–2(b)(1) payment ob-
ligation) of a business entity that is 
disregarded as an entity separate from 
its owner under sections 856(i) or 
1361(b)(3) or §§ 301.7701–1 through 
301.7701–3 of this chapter (disregarded 
entity) is taken into account only to 
the extent of the net value of the dis-
regarded entity as of the allocation 
date (as defined in paragraph (k)(2)(iv) 
of this section) that is allocated to the 
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partnership liability as determined 
under the rules of this paragraph (k). 
The rules of this paragraph (k) do not 
apply to a § 1.752–2(b)(1) payment obli-
gation of a disregarded entity to the 
extent that the owner of the dis-
regarded entity is otherwise required 
to make a payment (that satisfies the 
requirements of paragraph (b)(1) of this 
section) with respect to the obligation 
of the disregarded entity. 

(2) Net value of a disregarded entity—(i) 
Definition. For purposes of this para-
graph (k), the net value of a dis-
regarded entity equals the following— 

(A) The fair market value of all as-
sets owned by the disregarded entity 
that may be subject to creditors’ 
claims under local law (including the 
disregarded entity’s enforceable rights 
to contributions from its owner and 
the fair market value of an interest in 
any partnership other than the part-
nership for which net value is being de-
termined, but excluding the dis-
regarded entity’s interest in the part-
nership for which the net value is being 
determined and the net fair market 
value of property pledged to secure a li-
ability of the partnership under para-
graph (h)(1) of this section); less 

(B) All obligations of the disregarded 
entity that do not constitute § 1.752– 
2(b)(1) payment obligations of the dis-
regarded entity. 

(ii) Timing of the net value determina-
tion—(A) Initial determination. If a part-
nership interest is held by a dis-
regarded entity, and the partnership 
has or incurs a liability, all or a por-
tion of which may be allocable to the 
owner of the disregarded entity under 
this paragraph (k), the disregarded en-
tity’s net value must be initially deter-
mined on the allocation date described 
in paragraph (k)(2)(iv) of this section. 

(B) Other events. If a partnership in-
terest is held by a disregarded entity, 
and the partnership has or incurs a li-
ability, all or a portion of which may 
be allocable to the owner of the dis-
regarded entity under this paragraph 
(k), then, if one or more valuation 
events (as defined in paragraph 
(k)(2)(iii) of this section) occur during 
the partnership taxable year, except as 
provided in paragraph (k)(2)(iii)(E) of 
this section, the net value of the dis-
regarded entity is determined on the 

allocation date described in paragraph 
(k)(2)(iv) of this section. 

(iii) Valuation events. The following 
are valuation events for purposes of 
this paragraph (k): 

(A) A more than de minimis con-
tribution to a disregarded entity of 
property other than property pledged 
to secure a partnership liability under 
paragraph (h)(1) of this section, unless 
the contribution is followed imme-
diately by a contribution of equal net 
value by the disregarded entity to the 
partnership for which the net value of 
the disregarded entity otherwise would 
be determined, taking into account any 
obligations assumed or taken subject 
to in connection with such contribu-
tions. 

(B) A more than de minimis distribu-
tion from a disregarded entity of prop-
erty other than property pledged to se-
cure a partnership liability under para-
graph (h)(1) of this section, unless the 
distribution immediately follows a dis-
tribution of equal net value to the dis-
regarded entity by the partnership for 
which the net value of the disregarded 
entity otherwise would be determined, 
taking into account any obligations as-
sumed or taken subject to in connec-
tion with such distributions. 

(C) A change in the legally enforce-
able obligation of the owner of the dis-
regarded entity to make contributions 
to the disregarded entity. 

(D) The incurrence, refinancing, or 
assumption of an obligation of the dis-
regarded entity that does not con-
stitute a § 1.752–2(b)(1) payment obliga-
tion of the disregarded entity. 

(E) The sale or exchange of a non-de 
minimis asset of the disregarded entity 
(in a transaction that is not in the or-
dinary course of business). In this case, 
the net value of the disregarded entity 
may be adjusted only to reflect the dif-
ference, if any, between the fair mar-
ket value of the asset at the time of 
the sale or exchange and the fair mar-
ket value of the asset when the net 
value of the disregarded entity was last 
determined. The adjusted net value is 
taken into account for purposes of 
§ 1.752–2(k)(1) as of the allocation date. 

(iv) Allocation Date. For purposes of 
this paragraph (k), the allocation date 
is the earlier of— 
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(A) The first date occurring on or 
after the date on which the require-
ment to determine the net value of a 
disregarded entity arises under para-
graph (k)(2)(ii)(A) or (B) of this section 
on which the partnership otherwise de-
termines a partner’s share of partner-
ship liabilities under §§ 1.705–1(a) and 
1.752–4(d); or 

(B) The end of the partnership’s tax-
able year in which the requirement to 
determine the net value of a dis-
regarded entity arises under paragraph 
(k)(2)(ii)(A) or (B) of this section. 

(3) Multiple liabilities. If one or more 
disregarded entities have § 1.752–2(b)(1) 
payment obligations with respect to 
one or more liabilities of a partnership, 
the partnership must allocate the net 
value of each disregarded entity among 
partnership liabilities in a reasonable 
and consistent manner, taking into ac-
count the relative priorities of those li-
abilities. 

(4) Reduction in net value of a dis-
regarded entity. For purposes of this 
paragraph (k), the net value of a dis-
regarded entity is determined by tak-
ing into account a subsequent reduc-
tion in the net value of the disregarded 
entity if, at the time the net value of 
the disregarded entity is determined, it 
is anticipated that the net value of the 
disregarded entity will subsequently be 
reduced and the reduction is part of a 
plan that has as one of its principal 
purposes creating the appearance that 
a partner bears the economic risk of 
loss for a partnership liability. 

(5) Information to be provided by the 
owner of a disregarded entity. A partner 
that may be treated as bearing the eco-
nomic risk of loss for a partnership li-
ability based upon a § 1.752–2(b)(1) pay-
ment obligation of a disregarded entity 
must provide information to the part-
nership as to the entity’s tax classi-
fication and the net value of the dis-
regarded entity that is appropriately 
allocable to the partnership’s liabil-
ities on a timely basis. 

(6) Examples. The following examples 
illustrate the rules of this paragraph 
(k): 

Example 1. Disregarded entity with net value 
of zero. (i) In 2007, A forms a wholly owned 
domestic limited liability company, LLC, 
with a contribution of $100,000. A has no li-
ability for LLC’s debts, and LLC has no en-

forceable right to contribution from A. 
Under § 301.7701–3(b)(1)(ii) of this chapter, 
LLC is a disregarded entity. Also in 2007, 
LLC contributes $100,000 to LP, a limited 
partnership with a calendar year taxable 
year, in exchange for a general partnership 
interest in LP, and B and C each contributes 
$100,000 to LP in exchange for a limited part-
nership interest in LP. The partnership 
agreement provides that only LLC is re-
quired to make up any deficit in its capital 
account. On January 1, 2008, LP borrows 
$300,000 from a bank and uses $600,000 to pur-
chase nondepreciable property. The $300,000 
debt is secured by the property and is also a 
general obligation of LP. LP makes pay-
ments of only interest on its $300,000 debt 
during 2008. LP has a net taxable loss in 2008, 
and under §§ 1.705–1(a) and 1.752–4(d), LP de-
termines its partners’ shares of the $300,000 
debt at the end of its taxable year, December 
31, 2008. As of that date, LLC holds no assets 
other than its interest in LP. 

(ii) Because LLC is a disregarded entity, A 
is treated as the partner in LP for Federal 
tax purposes. Only LLC has an obligation to 
make a payment on account of the $300,000 
debt if LP were to constructively liquidate 
as described in paragraph (b)(1) of this sec-
tion. Therefore, under this paragraph (k), A 
is treated as bearing the economic risk of 
loss for LP’s $300,000 debt only to the extent 
of LLC’s net value. Because that net value is 
$0 on December 31, 2008, when LP determines 
its partners’ shares of its $300,000 debt, A is 
not treated as bearing the economic risk of 
loss for any portion of LP’s $300,000 debt. As 
a result, LP’s $300,000 debt is characterized 
as nonrecourse under § 1.752–1(a) and is allo-
cated as required by § 1.752–3. 

Example 2. Disregarded entity with positive 
net value. (i) The facts are the same as in Ex-
ample 1 except that on January 1, 2009, A con-
tributes $250,000 to LLC. On January 5, 2009, 
LLC borrows $100,000 and LLC shortly there-
after uses the $350,000 to purchase unim-
proved land. LP makes payments of only in-
terest on its $300,000 debt during 2009. As of 
December 31, 2009, LLC holds its interest in 
LP and the land, the value of which has de-
clined to $275,000. LP has a net taxable loss 
in 2009, and under §§ 1.705–1(a) and 1.752–4(d), 
LP determines its partners’ shares of the 
$300,000 debt at the end of its taxable year, 
December 31, 2009. 

(ii) A’s contribution of $250,000 to LLC on 
January 1, 2009, constitutes a more than de 
minimis contribution of property to LLC 
under paragraph (k)(2)(iii)(A) of this section 
and the debt incurred by LLC on January 5, 
2009, is a valuation event under paragraph 
(k)(2)(iii)(D) of this section. Accordingly, 
under paragraph (k)(2)(ii) of this section, 
LLC’s value must be redetermined as of the 
end of the partnership’s taxable year. At 
that time LLC’s net value is $175,000 ($275,000 
land—$100,000 debt). Accordingly, $175,000 of 
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LP’s $300,000 debt will be recharacterized as 
recourse under § 1.752–1(a) and allocated to A 
under this section, and the remaining 
$125,000 of LP’s $300,000 debt will remain 
characterized as nonrecourse under § 1.752– 
1(a) and is allocated as required by § 1.752–3. 

Example 3. Multiple partnership liabilities. (i) 
The facts are the same as in Example 2 except 
that on January 1, 2010, A forms another 
wholly owned domestic limited liability 
company, LLC2, with a contribution of 
$120,000. Shortly thereafter, LLC2 uses the 
$120,000 to purchase stock in X corporation. 
A has no liability for LLC2’s debts, and LLC2 
has no enforceable right to contribution 
from A. Under § 301.7701–3(b)(1)(ii) of this 
chapter, LLC2 is a disregarded entity. On 
July 1, 2010, LP borrows $100,000 from a bank 
and uses the $100,000 to purchase nondepre-
ciable property. The $100,000 debt is secured 
by the property and is also a general obliga-
tion of LP. The $100,000 debt is senior in pri-
ority to LP’s existing $300,000 debt. Also, on 
July 1, 2010, LLC2 agrees to guarantee both 
LP’s $100,000 and $300,000 debts. LP makes 
payments of only interest on both its $100,000 
and $300,000 debts during 2010. LP has a net 
taxable loss in 2010 and, under §§ 1.705–1(a) 
and 1.752–4(d), must determine its partners’ 
shares of its $100,000 and $300,000 debts at the 
end of its taxable year, December 31, 2010. As 
of that date, LLC holds its interest in LP 
and the land, and LLC2 holds the X corpora-
tion stock which has appreciated in value to 
$140,000. 

(ii) Both LLC and LLC2 have obligations to 
make a payment on account of LP’s debts if 
LP were to constructively liquidate as de-
scribed in paragraph (b)(1) of this section. 
Therefore, under paragraph (k)(1) of this sec-
tion, A is treated as bearing the economic 
risk of loss for LP’s $100,000 and $300,000 
debts only to the extent of the net values of 
LLC and LLC2, as allocated among those 
debts in a reasonable and consistent manner 
pursuant to paragraph (k)(3) of this section. 

(iii) No events have occurred that would 
allow a valuation of LLC under paragraph 
(k)(2)(iii) of this section. Therefore, LLC’s 
net value remains $175,000. LLC2’s net value 
as of December 31, 2010, when LP determines 
its partners’ shares of its liabilities, is 
$140,000. Under paragraph (k)(3) of this sec-
tion, LP must allocate the net values of LLC 
and LLC2 between its $100,000 and $300,000 
debts in a reasonable and consistent manner. 
Because the $100,000 debt is senior in priority 
to the $300,000 debt, LP first allocates the net 
values of LLC and LLC2, pro rata, to its 
$100,000 debt. Thus, LP allocates $56,000 of 
LLC’s net value and $44,000 of LLC2’s net 
value to its $100,000 debt, and A is treated as 
bearing the economic risk of loss for all of 
LP’s $100,000 debt. As a result, all of LP’s 
$100,000 debt is characterized as recourse 
under § 1.752–1(a) and is allocated to A under 
this section. LP then allocates the remain-

ing $119,000 of LLC’s net value and LLC2’s 
$96,000 net value to its $300,000 debt, and A is 
treated as bearing the economic risk of loss 
for a total of $215,000 of the $300,000 debt. As 
a result, $215,000 of LP’s $300,000 debt is char-
acterized as recourse under § 1.752–1(a) and is 
allocated to A under this section, and the re-
maining $85,000 of LP’s $300,000 debt is char-
acterized as nonrecourse under § 1.752–1(a) 
and is allocated as required by § 1.752–3. This 
example illustrates one reasonable method 
of allocating net values of disregarded enti-
ties among multiple partnership liabilities. 

Example 4. Disregarded entity with interests 
in two partnerships. (i) In 2007, B forms a 
wholly owned domestic limited liability 
company, LLC, with a contribution of 
$175,000. B has no liability for LLC’s debts 
and LLC has no enforceable right to con-
tribution from B. Under § 301.7701–3(b)(1)(ii) 
of this chapter, LLC is a disregarded entity. 
LLC contributes $50,000 to LP1 in exchange 
for a general partnership interest in LP1, 
and $25,000 to LP2 in exchange for a general 
partnership interest in LP2. LLC retains the 
$100,000 in cash. Both LP1 and LP2 have tax-
able years than end on December 31 and, 
under both LP1’s and LP2’s partnership 
agreements, only LLC is required to make up 
any deficit in its capital account. During 
2007, LP1 and LP2 incur partnership liabil-
ities that are general obligations of the part-
nership. LP1 borrows $300,000 (Debt 1), and 
LP2 borrows $60,000 (Debt 2) and $40,000 (Debt 
3). Debt 2 is senior in priority to Debt 3. LP1 
and LP2 make payments of only interest on 
Debts 1, 2, and 3 during 2007. As of the end of 
taxable year 2007, LP1 and LP2 each have a 
net taxable loss and must determine its part-
ners’ shares of partnership liabilities under 
§§ 1.705–1(a) and 1.752–4(d) as of December 31, 
2007. As of that date, LLC’s interest in LP1 
has a fair market value of $45,000, and LLC’s 
interest in LP2 has a fair market value of 
$15,000. 

(ii) Because LLC is a disregarded entity, B 
is treated as the partner in LP1 and LP2 for 
federal tax purposes. Only LLC has an obli-
gation to make a payment on account of 
Debts 1, 2, and 3 if LP1 and LP2 were to con-
structively liquidate as described in para-
graph (b)(1) of this section. Therefore, under 
this paragraph (k), B is treated as bearing 
the economic risk of loss for LP1’s and LP2’s 
liabilities only to the extent of LLC’s net 
value as of the allocation date, December 31, 
2007. 

(iii) LLC’s net value with respect to LP1 is 
$115,000 ($100,000 cash + $15,000 interest in 
LP2). Therefore, under paragraph (k)(1) of 
this section, B is treated as bearing the eco-
nomic risk of loss for $115,000 of Debt 1. Ac-
cordingly, $115,000 of LP1’s $300,000 debt is 
characterized as recourse under § 1.752–1(a) 
and is allocated to B under this section. The 
balance of Debt 1 ($185,000) is characterized 
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as nonrecourse under § 1.752–1(a) and is allo-
cated as required by § 1.752–3. 

(iv) LLC’s net value with respect to LP2 is 
$145,000 ($100,000 cash + $45,000 interest in 
LP1). Therefore, under paragraph (k)(1) of 
this section, B is treated as bearing the eco-
nomic risk of loss with respect to Debts 2 
and 3 only to the extent of $145,000. Because 
Debt 2 is senior in priority to Debt 3, LP2 
first allocates $60,000 of LLC’s net value to 
Debt 2. LP2 then allocates $40,000 of LLC’s 
net value to Debt 3. As a result, both Debts 
2 and 3 are characterized as recourse under 
§ 1.752–1(a) and allocated to B. This example 
illustrates one reasonable method of allo-
cating the net value of a disregarded entity 
among multiple partnership liabilities. 

(l) Effective dates. Paragraph (a), the 
last sentence of paragraph (b)(6), and 
paragraphs (h)(3) and (k) of this section 
apply to liabilities incurred or assumed 
by a partnership on or after October 11, 
2006, other than liabilities incurred or 
assumed by a partnership pursuant to a 
written binding contract in effect prior 
to that date. The rules applicable to li-
abilities incurred or assumed (or sub-
ject to a binding contract in effect) 
prior to October 11, 2006 are contained 
in § 1.752–2 in effect prior to October 11, 
2006, (see 26 CFR part 1 revised as of 
April 1, 2006). 

[T.D. 8380, 56 FR 66351, Dec. 23, 1991; 57 FR 
4913, Feb. 10, 1992; 57 FR 5054, Feb. 12, 1992; 57 
FR 5511, Feb. 14, 1992; T.D. 9289, 71 FR 59672, 
Oct. 11, 2006] 

§ 1.752–3 Partner’s share of non-
recourse liabilities. 

(a) In general. A partner’s share of the 
nonrecourse liabilities of a partnership 
equals the sum of paragraphs (a)(1) 
through (a)(3) of this section as fol-
lows— 

(1) The partner’s share of partnership 
minimum gain determined in accord-
ance with the rules of section 704(b) 
and the regulations thereunder; 

(2) The amount of any taxable gain 
that would be allocated to the partner 
under section 704(c) (or in the same 
manner as section 704(c) in connection 
with a revaluation of partnership prop-
erty) if the partnership disposed of (in 
a taxable transaction) all partnership 
property subject to one or more non-
recourse liabilities of the partnership 
in full satisfaction of the liabilities and 
for no other consideration; and 

(3) The partner’s share of the excess 
nonrecourse liabilities (those not allo-

cated under paragraphs (a)(1) and (a)(2) 
of this section) of the partnership as 
determined in accordance with the 
partner’s share of partnership profits. 
The partner’s interest in partnership 
profits is determined by taking into ac-
count all facts and circumstances re-
lating to the economic arrangement of 
the partners. The partnership agree-
ment may specify the partners’ inter-
ests in partnership profits for purposes 
of allocating excess nonrecourse liabil-
ities provided the interests so specified 
are reasonably consistent with alloca-
tions (that have substantial economic 
effect under the section 704(b) regula-
tions) of some other significant item of 
partnership income or gain. Alter-
natively, excess nonrecourse liabilities 
may be allocated among the partners 
in accordance with the manner in 
which it is reasonably expected that 
the deductions attributable to those 
nonrecourse liabilities will be allo-
cated. Additionally, the partnership 
may first allocate an excess non-
recourse liability to a partner up to the 
amount of built-in gain that is allo-
cable to the partner on section 704(c) 
property (as defined under § 1.704– 
3(a)(3)(ii)) or property for which reverse 
section 704(c) allocations are applicable 
(as described in § 1.704–3(a)(6)(i)) where 
such property is subject to the non-
recourse liability to the extent that 
such built-in gain exceeds the gain de-
scribed in paragraph (a)(2) of this sec-
tion with respect to such property. 
This additional method does not apply 
for purposes of § 1.707–5(a)(2)(ii). To the 
extent that a partnership uses this ad-
ditional method and the entire amount 
of the excess nonrecourse liability is 
not allocated to the contributing part-
ner, the partnership must allocate the 
remaining amount of the excess non-
recourse liability under one of the 
other methods in this paragraph (a)(3). 
Excess nonrecourse liabilities are not 
required to be allocated under the same 
method each year. 

(b) Allocation of a single nonrecourse li-
ability among multiple properties—(1) In 
general. For purposes of determining 
the amount of taxable gain under para-
graph (a)(2) of this section, if a partner-
ship holds multiple properties subject 
to a single nonrecourse liability, the 
partnership may allocate the liability 
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among the multiple properties under 
any reasonable method. A method is 
not reasonable if it allocates to any 
item of property an amount of the li-
ability that, when combined with any 
other liabilities allocated to the prop-
erty, is in excess of the fair market 
value of the property at the time the 
liability is incurred. The portion of the 
nonrecourse liability allocated to each 
item of partnership property is then 
treated as a separate loan under para-
graph (a)(2) of this section. In general, 
a partnership may not change the 
method of allocating a single non-
recourse liability under this paragraph 
(b) while any portion of the liability is 
outstanding. However, if one or more of 
the multiple properties subject to the 
liability is no longer subject to the li-
ability, the portion of the liability al-
located to that property must be re-
allocated among the properties still 
subject to the liability so that the 
amount of the liability allocated to 
any property does not exceed the fair 
market value of such property at the 
time of reallocation. 

(2) Reductions in principal. For pur-
poses of this paragraph (b), when the 
outstanding principal of a partnership 
liability is reduced, the reduction of 
outstanding principal is allocated 
among the multiple properties in the 
same proportion that the partnership 
liability originally was allocated to the 
properties under paragraph (b)(1) of 
this section. 

(c) Examples. The following examples 
illustrate the principles of this section: 

Example 1. Partner’s share of nonrecourse 
liabilities. The AB partnership purchases de-
preciable property for a $1,000 purchase 
money note that is nonrecourse liability 
under the rules of this section. Assume that 
this is the only nonrecourse liability of the 
partnership, and that no principal payments 
are due on the purchase money note for a 
year. The partnership agreement provides 
that all items of income, gain, loss, and de-
duction are allocated equally. Immediately 
after purchasing the depreciable property, 
the partners share the nonrecourse liability 
equally because they have equal interests in 
partnership profits. A and B are each treated 
as if they contributed $500 to the partnership 
to reflect each partner’s increase in his or 
her share of partnership liabilities (from $0 
to $500). The minimum gain with respect to 
an item of partnership property subject to a 
nonrecourse liability equals the amount of 

gain that would be recognized if the partner-
ship disposed of the property in full satisfac-
tion of the nonrecourse liability and for no 
other consideration. Therefore, if the part-
nership claims a depreciation deduction of 
$200 for the depreciable property for the year 
it acquires that property, partnership min-
imum gain for the year will increase by $200 
(the excess of the $1,000 nonrecourse liability 
over the $800 adjusted tax basis of the prop-
erty). See section 704(b) and the regulations 
thereunder. A and B each have a $100 share of 
partnership minimum gain at the end of that 
year because the depreciation deduction is 
treated as a nonrecourse deduction. See sec-
tion 704(b) and the regulation thereunder. 
Accordingly, at the end of that year, A and 
B are allocated $100 each of the nonrecourse 
liability to match their shares of partnership 
minimum gain. The remaining $800 of the 
nonrecourse liability will be allocated equal-
ly between A and B ($400 each). 

Example 2. Excess nonrecourse liabilities allo-
cated consistently with reasonably expected de-
ductions. The facts are the same as in Exam-
ple 1 except that the partnership agreement 
provides that depreciation deductions will be 
allocated to A. The partners agree to allo-
cate excess nonrecourse liabilities in accord-
ance with the manner in which it is reason-
ably expected that the deductions attrib-
utable to those nonrecourse liabilities will 
be allocated. Assuming that the allocation of 
all of the depreciation deductions to A is 
valid under section 704(b), immediately after 
purchasing the depreciable property, A’s 
share of the nonrecourse liability is $1,000. 
Accordingly, A is treated as if A contributed 
$1,000 to the partnership. 

Example 3. Allocation of liability among mul-
tiple properties. (i) A and B are equal partners 
in a partnership (PRS). A contributes $70 of 
cash in exchange for a 50-percent interest in 
PRS. B contributes two items of property, X 
and Y, in exchange for a 50-percent interest 
in PRS. Property X has a fair market value 
(and book value) of $70 and an adjusted basis 
of $40, and is subject to a nonrecourse liabil-
ity of $50. Property Y has a fair market value 
(and book value) of $120, an adjusted basis of 
$40, and is subject to a nonrecourse liability 
of $70. Immediately after the initial con-
tributions, PRS refinances the two separate 
liabilities with a single $120 nonrecourse li-
ability. All of the built-in gain attributable 
to Property X ($30) and Property Y ($80) is 
section 704(c) gain allocable to B. 

(ii) The amount of the nonrecourse liabil-
ity ($120) is less than the total book value of 
all of the properties that are subject to such 
liability ($70 + $120 = $190), so there is no 
partnership minimum gain. § 1.704–2(d). Ac-
cordingly, no portion of the liability is allo-
cated pursuant to paragraph (a)(1) of this 
section. 
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(iii) Pursuant to paragraph (b)(1) of this 
section, PRS decides to allocate the non-
recourse liability evenly between the Prop-
erties X and Y. Accordingly, each of Prop-
erties X and Y are treated as being subject to 
a separate $60 nonrecourse liability for pur-
poses of applying paragraph (a)(2) of this sec-
tion. Under paragraph (a)(2) of this section, 
B will be allocated $20 of the liability for 
each of Properties X and Y (in each case, $60 
liability minus $40 adjusted basis). As a re-
sult, a portion of the liability is allocated 
pursuant to paragraph (a)(2) of this section 
as follows: 

Partner Property Tier 1 Tier 2 

A ............................ X ............................ $0 $0 
Y ............................ 0 0 

B ............................ X ............................ 0 20 
Y ............................ 0 20 

(iv) PRS has $80 of excess nonrecourse li-
ability that it may allocate in any manner 
consistent with paragraph (a)(3) of this sec-
tion. PRS determines to allocate the $80 of 
excess nonrecourse liabilities to the partners 
up to their share of the remaining section 
704(c) gain on the properties, with any re-
maining amount of liabilities being allocated 
equally to A and B consistent with their 
equal interests in partnership profits. B has 
$70 of remaining section 704(c) gain ($10 on 
Property X and $60 on Property Y), and thus 
will be allocated $70 of the liability in ac-
cordance with this gain. 

The remaining $10 is divided equally be-
tween A and B. Accordingly, the overall allo-
cation of the $120 nonrecourse liability is as 
follows: 

Partner Tier 1 Tier 2 Tier 3 Total 

A ................................ $0 $0 $5 $5 
B ................................ 0 40 75 115 

[T.D. 8380, 56 FR 66355, Dec. 23, 1991, as 
amended by T.D. 8906, 65 FR 64890, Oct. 31, 
2000] 

§ 1.752–4 Special rules. 
(a) Tiered partnerships. An upper-tier 

partnership’s share of the liabilities of 
a lower-tier partnership (other than 
any liability of the lower-tier partner-
ship that is owed to the upper-tier 
partnership) is treated as a liability of 
the upper-tier partnership for purposes 
of applying section 752 and the regula-
tions thereunder to the partners of the 
upper-tier partnership. 

(b) Related person definition—(1) In 
general. A person is related to a partner 
if the person and the partner bear a re-
lationship to each other that is speci-

fied in section 267(b) or 707(b)(1), sub-
ject to the following modifications: 

(i) Substitute ‘‘80 percent or more’’ 
for ‘‘more than 50 percent’’ each place 
it appears in those sections; 

(ii) A person’s family is determined 
by excluding brothers and sisters; and 

(iii) Disregard sections 267(e)(1) and 
267(f)(1)(A). 

(2) Person related to more than one 
partner—(i) In general. If, in applying 
the related person rules in paragraph 
(b)(1) of this section, a person is related 
to more than one partner, paragraph 
(b)(1) of this section is applied by treat-
ing the person as related only to the 
partner with whom there is the highest 
percentage of related ownership. If two 
or more partners have the same per-
centage of related ownership and no 
other partner has a greater percentage, 
the liability is allocated equally among 
the partners having the equal percent-
ages of related ownership. 

(ii) Natural persons. For purposes of 
determining the percentage of related 
ownership between a person and a part-
ner, natural persons who are related by 
virtue of being members of the same 
family are treated as having a percent-
age relationship of 100 percent with re-
spect to each other. 

(iii) Related partner exception. Not-
withstanding paragraph (b)(1) of this 
section (which defines related person), 
persons owning interests directly or in-
directly in the same partnership are 
not treated as related persons for pur-
poses of determining the economic risk 
of loss borne by each of them for the li-
abilities of the partnership. This para-
graph (iii) does not apply when deter-
mining a partner’s interest under the 
de minimis rules in §§ 1.752–2 (d) and (e). 

(iv) Special rule where entity structured 
to avoid related person status—(A) In 
general. If— 

(1) A partnership liability is owed to 
or guaranteed by another entity that is 
a partnership, an S corporation, a C 
corporation, or a trust; 

(2) A partner or related person owns 
(directly or indirectly) a 20 percent or 
more ownership interest in the other 
entity; and 

(3) A principal purpose of having the 
other entity act as a lender or guar-
antor of the liability was to avoid the 
determination that the partner that 
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owns the interest bears the economic 
risk of loss for federal income tax pur-
poses for all or part of the liability; 
then the partner is treated as holding 
the other entity’s interest as a creditor 
or guarantor to the extent of the part-
ner’s or related person’s ownership in-
terest in the entity. 

(B) Ownership interest. For purposes 
of paragraph (b)(2)(iv)(A) of this sec-
tion, a person’s ownership interest in: 

(1) A partnership equals the partner’s 
highest percentage interest in any item 
of partnership loss or deduction for any 
taxable year; 

(2) An S corporation equals the per-
centage of the outstanding stock in the 
S corporation owned by the share-
holder; 

(3) A C corporation equals the per-
centage of the fair market value of the 
issued and outstanding stock owned by 
the shareholder; and 

(4) A trust equals the percentage of 
the actuarial interests owned by the 
beneficial owner of the trust. 

(C) Example. Entity structured to 
avoid related person status. A, B, and C 
form a general partnership, ABC. A, B, 
and C are equal partners, each contrib-
uting $1,000 to the partnership. A and B 
want to loan money to ABC and have 
the loan treated as nonrecourse for 
purposes of section 752. A and B form 
partnership AB to which each contrib-
utes $50,000. A and B share losses equal-
ly in partnership AB. Partnership AB 
loans partnership ABC $100,000 on a 
nonrecourse basis secured by the prop-
erty ABC buys with the loan. Under 
these facts and circumstances, A and B 
bear the economic risk of loss with re-
spect to the partnership liability equal-
ly based on their percentage interest in 
losses of partnership AB. 

(c) Limitation. The amount of an in-
debtedness is taken into account only 
once, even though a partner (in addi-
tion to the partner’s liability for the 
indebtedness as a partner) may be sepa-
rately liable therefor in a capacity 
other than as a partner. 

(d) Time of determination. A partner’s 
share of partnership liabilities must be 
determined whenever the determina-
tion is necessary in order to determine 
the tax liability of the partner or any 
other person. See § 1.705–1(a) for rules 
regarding when the adjusted basis of a 

partner’s interest in the partnership 
must be determined. 

[T.D. 8380, 56 FR 66356, Dec. 23, 1991] 

§ 1.752–5 Effective dates and transition 
rules. 

(a) In general. Except as otherwise 
provided in §§ 1.752–1 through 1.752–4, 
unless a partnership makes an election 
under paragraph (b)(1) of this section 
to apply the provisions of §§ 1.752–1 
through 1.752–4 earlier, §§ 1.752–1 
through 1.752–4 apply to any liability 
incurred or assumed by a partnership 
on or after December 28, 1991, other 
than a liability incurred or assumed by 
the partnership pursuant to a written 
binding contract in effect prior to De-
cember 28, 1991 and at all times there-
after. However, § 1.752–3(a)(3) fifth, 
sixth, and seventh sentences, (b), and 
(c) Example 3, do not apply to any li-
ability incurred or assumed by a part-
nership prior to October 31, 2000. Never-
theless, § 1.752–3(a)(3) fifth, sixth, and 
seventh sentences, (b), and (c) Example 
3, may be relied upon for any liability 
incurred or assumed by a partnership 
prior to October 31, 2000 for taxable 
years ending on or after October 31, 
2000. In addition, § 1.752–1(f) last sen-
tence and (g) Example 2, do not apply to 
any liability incurred or assumed by a 
partnership prior to January 4, 2001. 
Nevertheless, § 1.752–1(f) last sentence 
and (g) Example 2, may be relied on for 
any liability incurred or assumed by a 
partnership prior to January 4, 2001 
and, unless the partnership makes an 
election under paragraph (b)(1) of this 
section, on or after December 28, 1991, 
other than a liability incurred or as-
sumed by the partnership pursuant to a 
written binding contract in effect prior 
to December 28, 1991 and at all times 
thereafter. For liabilities incurred or 
assumed by a partnership prior to De-
cember 28, 1991 (or pursuant to a writ-
ten binding contract in effect prior to 
December 28, 1991 and at all times 
thereafter), unless an election to apply 
these regulations has been made, see 
§§ 1.752–0T to 1.752–4T, set forth in 26 
CFR 1.752–0T through 1.752–4T as con-
tained in 26 CFR edition revised April 
1, 1991, (TD 8237, TD 8274, and TD 8355) 
and § 1.752–1, set forth in 26 CFR 1.752– 
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1 as contained in 26 CFR edition re-
vised April 1, 1988 (TD 6175 and TD 
6500). 

(b) Election—(1) In general. A partner-
ship may elect to apply the provisions 
of §§ 1.752–1 through 1.752–4 to all of its 
liabilities to which the provisions of 
those sections do not otherwise apply 
as of the beginning of the first taxable 
year of the partnership ending on or 
after December 28, 1991. 

(2) Time and manner of election. An 
election under this paragraph (b) is 
made by attaching a written statement 
to the partnership return for the first 
taxable year of the partnership ending 
on or after December 28, 1991. The writ-
ten statement must include the name, 
address, and taxpayer identification 
number of the partnership making the 
statement and contain a declaration 
that an election is being made under 
this paragraph (b). 

(c) Effect of section 708(b)(1)(B) termi-
nation on determining date liabilities are 
incurred or assumed. For purposes of ap-
plying this section, a termination of 
the partnership under section 
708(b)(1)(B) will not cause partnership 
liabilities incurred or assumed prior to 
the termination to be treated as in-
curred or assumed on the date of the 
termination. 

[T.D. 8380, 56 FR 66356, Dec. 23, 1991, as 
amended by T.D. 8906, 65 FR 64890, Oct. 31, 
2000; T.D. 8925, 66 FR 723, Jan. 4, 2001; T.D. 
9207, 70 FR 30343, May 26, 2005] 

§ 1.752–6 Partnership assumption of 
partner’s section 358(h)(3) liability 
after October 18, 1999, and before 
June 24, 2003. 

(a) In general. If, in a transaction de-
scribed in section 721(a), a partnership 
assumes a liability (defined in section 
358(h)(3)) of a partner (other than a li-
ability to which section 752(a) and (b) 
apply), then, after application of sec-
tion 752(a) and (b), the partner’s basis 
in the partnership is reduced (but not 
below the adjusted value of such inter-
est) by the amount (determined as of 
the date of the exchange) of the liabil-
ity. For purposes of this section, the 
adjusted value of a partner’s interest in 
a partnership is the fair market value 
of that interest increased by the part-
ner’s share of partnership liabilities 
under §§ 1.752–1 through 1.752–5. 

(b) Exceptions—(1) In general. Except 
as provided in paragraph (b)(2) of this 
section, the exceptions contained in 
section 358(h)(2)(A) and (B) apply to 
this section. 

(2) Transactions described in Notice 
2000–44. The exception contained in sec-
tion 358(h)(2)(B) does not apply to an 
assumption of a liability (defined in 
section 358(h)(3)) by a partnership as 
part of a transaction described in, or a 
transaction that is substantially simi-
lar to the transactions described in, 
Notice 2000–44 (2000–2 C.B. 255). See 
§ 601.601(d)(2) of this chapter. 

(c) Example. The following example 
illustrates the principles of paragraph 
(a) of this section: 

Example. In 1999, A and B form partnership 
PRS. A contributes property with a value 
and basis of $200, subject to a nonrecourse 
debt obligation of $50 and a fixed or contin-
gent obligation of $100 that is not a liability 
to which section 752(a) and (b) applies, in ex-
change for a 50% interest in PRS. Assume 
that, after the contribution, A’s share of 
partnership liabilities under §§ 1.752–1 
through 1.752–5 is $25. Also assume that the 
$100 liability is not associated with a trade 
or business contributed by A to PRS or with 
assets contributed by A to PRS. After the 
contribution, A’s basis in PRS is $175 (A’s 
basis in the contributed land ($200) reduced 
by the nonrecourse debt assumed by PRS 
($50), increased by A’s share of partnership 
liabilities under §§ 1.752–1 through 1.752–5 
($25)). Because A’s basis in the PRS interest 
is greater than the adjusted value of A’s in-
terest, $75 (the fair market value of A’s in-
terest ($50) increased by A’s share of partner-
ship liabilities ($25)), paragraph (a) of this 
section operates to reduce A’s basis in the 
PRS interest (but not below the adjusted 
value of that interest) by the amount of li-
abilities described in section 358(h)(3) (other 
than liabilities to which section 752(a) and 
(b) apply) assumed by PRS. Therefore, A’s 
basis in PRS is reduced to $75. 

(d) Effective date—(1) In general. This 
section applies to assumptions of li-
abilities occurring after October 18, 
1999, and before June 24, 2003. 

(2) Election to apply § 1.752–7. The 
partnership may elect, under § 1.752– 
7(k)(2), to apply the provisions ref-
erenced in § 1.752–7(k)(2)(ii) to all as-
sumptions of liabilities by the partner-
ship occurring after October 18, 1999, 
and before June 24, 2003. Section 1.752– 
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7(k)(2) describes the manner in which 
the election is made. 

[T.D. 9207, 70 FR 30343, May 26, 2005] 

§ 1.752–7 Partnership assumption of 
partner’s § 1.752–7 liability on or 
after June 24, 2003. 

(a) Purpose and structure. The purpose 
of this section is to prevent the accel-
eration or duplication of loss through 
the assumption of obligations not de-
scribed in § 1.752–1(a)(4)(i) in trans-
actions involving partnerships. Under 
paragraph (c) of this section, any such 
obligation that is assumed by a part-
nership from a partner in a transaction 
governed by section 721(a) is treated as 
section 704(c) property. Paragraphs (e), 
(f), and (g) of this section provide rules 
for situations where a partnership as-
sumes such an obligation from a part-
ner and, subsequently, that partner 
transfers all or part of the partnership 
interest, that partner receives a dis-
tribution in liquidation of the partner-
ship interest, or another partner as-
sumes part or all of that obligation 
from the partnership. These rules pre-
vent the duplication of loss by prohib-
iting the partnership and any person 
other than the partner from whom the 
obligation was assumed from claiming 
a deduction, loss, or capital expense to 
the extent of the built-in loss associ-
ated with the obligation. These rules 
also prevent the acceleration of loss by 
deferring the partner’s deduction or 
loss attributable to the obligation (if 
any) until the satisfaction of the 
§ 1.752–7 liability (within the meaning 
of paragraph (b)(8) of this section). 
Paragraph (d) of this section provides a 
number of exceptions to paragraphs (e), 
(f), and (g) of this section, including a 
de minimis exception. Paragraph (i) 
provides a special rule for situations in 
which an amount paid to satisfy a 
§ 1.752–7 liability is capitalized into 
other partnership property. Paragraph 
(j) of this section provides special rules 
for tiered partnership transactions. 

(b) Definitions. For purposes of this 
section, the following definitions 
apply: 

(1) Assumption. The principles of 
§ 1.752–1(d) and (e) apply in determining 
if a § 1.752–7 liability has been assumed. 

(2) Adjusted value. The adjusted value 
of a partner’s interest in a partnership 

is the fair market value of that inter-
est increased by the partner’s share of 
partnership liabilities under §§ 1.752–1 
through 1.752–5. 

(3) § 1.752–7 liability—(i) In general. A 
§ 1.752–7 liability is an obligation de-
scribed in § 1.752–1(a)(4)(ii) to the extent 
that either— 

(A) The obligation is not described in 
§ 1.752–1(a)(4)(i); or 

(B) The amount of the obligation 
(under paragraph (b)(3)(ii) of this sec-
tion) exceeds the amount taken into 
account under § 1.752–1(a)(4)(i). 

(ii) Amount and share of § 1.752–7 liabil-
ity. The amount of a § 1.752–7 liability 
(or, for purposes of paragraph (b)(3)(i) 
of this section, the amount of an obli-
gation) is the amount of cash that a 
willing assignor would pay to a willing 
assignee to assume the § 1.752–7 liabil-
ity in an arm’s-length transaction. If 
the obligation arose under a contract 
in exchange for rights granted to the 
obligor under that contract, and those 
contractual rights are contributed to 
the partnership in connection with the 
partnership’s assumption of the con-
tractual obligation, then the amount of 
the § 1.752–7 liability or obligation is 
the amount of cash, if any, that a will-
ing assignor would pay to a willing as-
signee to assume the entire contract. A 
partner’s share of a partnership’s 
§ 1.752–7 liability is the amount of de-
duction that would be allocated to the 
partner with respect to the § 1.752–7 li-
ability if the partnership disposed of 
all of its assets, satisfied all of its li-
abilities (other than § 1.752–7 liabil-
ities), and paid an unrelated person to 
assume all of its § 1.752–7 liabilities in a 
fully taxable arm’s-length transaction 
(assuming such payment would give 
rise to an immediate deduction to the 
partnership). 

(iii) Example. In 2005, A, B, and C 
form partnership PRS. A contributes 
$10,000,000 in exchange for a 25% inter-
est in PRS and PRS’s assumption of a 
debt obligation. The debt obligation 
was issued for cash and the issue price 
was equal to the stated redemption 
price at maturity ($5,000,000). The debt 
obligation bears interest, payable quar-
terly, at a fixed rate of interest, which 
was a market rate of interest when the 
debt obligation was issued. At the time 
of the assumption, all accrued interest 
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has been paid. Prior to the partnership 
assuming the obligation, interest rates 
decrease, resulting in the debt obliga-
tion bearing an above-market interest 
rate. Assume that, as a result of the 
decline in interest rates, A would have 
had to pay a willing assignee $6,000,000 
to assume the debt obligation. The as-
sumption of the debt obligation by 
PRS from A is treated as an assump-
tion of a § 1.752–1(a)(4)(i) liability in the 
amount of $5,000,000 (the portion of the 
total amount of the debt obligation 
that has created basis in A’s assets, 
that is, the $5,000,000 that was issued in 
exchange for the debt obligation) and 
an assumption of a § 1.752–7 liability in 
the amount of $1,000,000 (the difference 
between the total obligation, $6,000,000, 
and the § 1.752–1(a)(4)(i)liability, 
$5,000,000). 

(4) § 1.752–7 liability transfer—(i) In 
general. Except as provided in para-
graph (b)(4)(ii) of this section, a § 1.752– 
7 liability transfer is any assumption 
of a § 1.752–7 liability by a partnership 
from a partner in a transaction gov-
erned by section 721(a). 

(ii) Terminations under section 
708(b)(1)(B). In determining if a deemed 
contribution of assets and assumption 
of liability as a result of a technical 
termination is treated as a § 1.752–7 li-
ability transfer, only § 1.752–7 liabilities 
that were assumed by the terminating 
partnership as part of an earlier § 1.752– 
7 liability transfer are taken into ac-
count and, then, only to the extent of 
the remaining built-in loss associated 
with that § 1.752–7 liability. 

(5) § 1.752–7 liability partner—(i) In gen-
eral. A § 1.752–7 liability partner is a 
partner from whom a partnership as-
sumes a § 1.752–7 liability as part of a 
§ 1.752–7 liability transfer or any person 
who acquires a partnership interest 
from the § 1.752–7 liability partner in a 
transaction to which paragraph (e)(3) 
of this section applies. 

(ii) Tiered partnerships—(A) Assump-
tion by a lower-tier partnership. If, in a 
§ 1.752–7 liability transfer, a partnership 
(lower-tier partnership) assumes a 
§ 1.752–7 liability from another partner-
ship (upper-tier partnership), then both 
the upper-tier partnership and the 
partners of the upper-tier partnership 
are § 1.752–7 liability partners. There-
fore, paragraphs (e) and (f) of this sec-

tion apply on a sale or liquidation of 
any partner’s interest in the upper-tier 
partnership and on a sale or liquidation 
of the upper-tier partnership’s interest 
in the lower-tier partnership. See para-
graph (j)(3) of this section. If, in a 
§ 1.752–7 liability transfer, the upper- 
tier partnership assumes a § 1.752–7 li-
ability from a partner, and, subse-
quently, in another § 1.752–7 liability 
transfer, a lower-tier partnership as-
sumes that § 1.752–7 liability from the 
upper-tier partnership, then the part-
ner from whom the upper-tier partner-
ship assumed the § 1.752–7 liability con-
tinues to be the § 1.752–7 liability part-
ner of the lower-tier partnership with 
respect to the remaining built-in loss 
associated with that § 1.752–7 liability. 
Any new built-in loss associated with 
the § 1.752–7 liability that is created on 
the assumption of the § 1.752–7 liability 
from the upper-tier partnership by the 
lower-tier partnership is shared by all 
the partners of the upper-tier partner-
ship in accordance with their interests 
in the upper-tier partnership, and each 
partner of the upper-tier partnership is 
treated as a § 1.752–7 liability partner 
with respect to that new built-in loss. 
See paragraph (e)(3)(ii), Example 3 of 
this section. 

(B) Distribution of partnership interest. 
If, in a transaction described in § 1.752– 
7(e)(3), an interest in a partnership 
(lower-tier partnership) that has as-
sumed a § 1.752–7 liability is distributed 
by a partnership (upper-tier partner-
ship) that is the § 1.752–7 liability part-
ner with respect to that liability, then 
the persons receiving interests in the 
lower-tier partnership are § 1.752–7 li-
ability partners with respect to the 
lower-tier partnership to the same ex-
tent that they were prior to the dis-
tribution. 

(6) Remaining built-in loss associated 
with a § 1.752–7 liability. (i) In general. 
The remaining built-in loss associated 
with a § 1.752–7 liability equals the 
amount of the § 1.752–7 liability as of 
the time of the assumption of the 
§ 1.752–7 liability by the partnership, re-
duced by the portion of the § 1.752–7 li-
ability previously taken into account 
by the § 1.752–7 liability partner under 
paragraph (j)(3) of this section and ad-
justed as provided in paragraph (c) of 
this section and § 1.704–3 for— 
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(A) Any portion of that built-in loss 
associated with the § 1.752–7 liability 
that is satisfied by the partnership on 
or prior to the testing date (whether 
capitalized or deducted); and 

(B) Any assumption of all or part of 
the § 1.752–7 liability by the § 1.752–7 li-
ability partner (including any assump-
tion that occurs on the testing date). 

(ii) Partial dispositions and assump-
tions. In the case of a partial disposi-
tion of the § 1.752–7 liability partner’s 
partnership interest or a partial as-
sumption of the § 1.752–7 liability by an-
other partner, the remaining built-in 
loss associated with § 1.752–7 liability is 
pro rated based on the portion of the 
interest sold or the portion of the 
§ 1.752–7 liability assumed. 

(7) § 1.752–7 liability reduction—(i) In 
general. The § 1.752–7 liability reduction 
is the amount by which the § 1.752–7 li-
ability partner is required to reduce 
the basis in the partner’s partnership 
interest by operation of paragraphs (e), 
(f), and (g) of this section. The § 1.752–7 
liability reduction is the lesser of— 

(A) The excess of the § 1.752–7 liability 
partner’s basis in the partnership in-
terest over the adjusted value of that 
interest (as defined in paragraph (b)(2) 
of this section); or 

(B) The remaining built-in loss asso-
ciated with the § 1.752–7 liability (as de-
fined in paragraph (b)(6) of this section 
without regard to paragraph (b)(6)(ii) of 
this section). 

(ii) Partial dispositions and assump-
tions. In the case of a partial disposi-
tion of the § 1.752–7 liability partner’s 
partnership interest or a partial as-
sumption of the § 1.752–7 liability by an-
other partner, the § 1.752–7 liability re-
duction is pro rated based on the por-
tion of the interest sold or the portion 
of the § 1.752–7 liability assumed. 

(8) Satisfaction of § 1.752–7 liability—In 
general. A § 1.752–7 liability is treated as 
satisfied (in whole or in part) on the 
date on which the partnership (or the 
assuming partner) would have been al-
lowed to take the § 1.752–7 liability into 
account for federal tax purposes but for 
this section. For example, a § 1.752–7 li-
ability is treated as satisfied when, but 
for this section, the § 1.752–7 liability 
would give rise to— 

(i) An increase in the basis of the 
partnership’s or the assuming partner’s 
assets (including cash); 

(ii) An immediate deduction to the 
partnership or to the assuming part-
ner; 

(iii) An expense that is not deductible 
in computing the partnership’s or the 
assuming partner’s taxable income and 
not properly chargeable to capital ac-
count; or 

(iv) An amount realized on the sale 
or other disposition of property subject 
to that liability if the property was 
disposed of by the partnership or the 
assuming partner at that time. 

(9) Testing date. The testing date is— 
(i) For purposes of paragraph (e) of 

this section, the date of the sale, ex-
change, or other disposition of part or 
all of the § 1.752–7 liability partner’s 
partnership interest; 

(ii) For purposes of paragraph (f) of 
this section, the date of the partner-
ship’s distribution in liquidation of the 
§ 1.752–7 liability partner’s partnership 
interest; and 

(iii) For purposes of paragraph (g) of 
this section, the date of the assump-
tion (or partial assumption) of the 
§ 1.752–7 liability by a partner other 
than the § 1.752–7 liability partner. 

(10) Trade or business—(i) In general. A 
trade or business is a specific group of 
activities carried on by a person for the 
purpose of earning income or profit, 
other than a group of activities con-
sisting of acquiring, holding, dealing 
in, or disposing of financial instru-
ments, if the activities included in that 
group include every operation that 
forms a part of, or a step in, the proc-
ess of earning income or profit. Such 
group of activities ordinarily includes 
the collection of income and the pay-
ment of expenses. The group of activi-
ties must constitute the carrying on of 
a trade or business under section 162(a) 
(determined as though the activities 
were conducted by an individual). 

(ii) Examples. The following examples 
illustrate the provisions of this para-
graph (b)(10): 

Example 1. Corporation Y owns, manages, 
and derives rental income from an office 
building and also owns vacant land that may 
be subject to environmental liabilities. Cor-
poration Y contributes the land subject to 
the environmental liabilities to PRS in a 
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transaction governed by section 721(a). PRS 
plans to develop the land as a landfill. The 
contribution of the vacant land does not con-
stitute the contribution of a trade or busi-
ness because Corporation Y did not conduct 
any significant business or development ac-
tivities with respect to the land prior to the 
contribution. 

Example 2. For the past 5 years, Corpora-
tion X has owned and operated gas stations 
in City A, City B, and City C. Corporation X 
transfers all of the assets associated with the 
operation of the gas station in City A to PRS 
for interests in PRS and the assumption by 
PRS of the § 1.752–7 liabilities associated 
with that gas station. PRS continues to op-
erate the gas station in City A after the con-
tribution. The contribution of the gas sta-
tion to PRS constitutes the contribution of 
a trade or business. 

Example 3. For the past 7 years, Corpora-
tion Z has engaged in the manufacture and 
sale of household products. Throughout this 
period, Corporation Z has maintained a re-
search department for use in connection 
with its manufacturing activities. The re-
search department has 10 employees actively 
engaged in the development of new products. 
Corporation Z contributes the research de-
partment to PRS in exchange for a PRS in-
terest and the assumption by PRS of pension 
liabilities with respect to the employees of 
the research department. PRS continues the 
research operations on a contractual basis 
with several businesses, including Corpora-
tion Z. The contribution of the research op-
erations to PRS constitutes a contribution 
of a trade or business. 

(c) Application of section 704(b) and (c) 
to assumed § 1.752–7 liabilities—(1) In gen-
eral—(i) Section 704(c). Except as other-
wise provided in this section, sections 
704(c)(1)(A) and (B), section 737, and the 
regulations thereunder, apply to § 1.752– 
7 liabilities. See § 1.704–3(a)(12). How-
ever, § 1.704–3(a)(7) does not apply to 
any person who acquired a partnership 
interest from a § 1.752–7 liability part-
ner in a transaction to which para-
graph (e)(1) of this section applies. 

(ii) Section 704(b). Section 704(b) and 
§ 1.704–1(b) apply to a post-contribution 
change in the value of a § 1.752–7 liabil-
ity. If there is a decrease in the value 
of a § 1.752–7 liability that is reflected 
in the capital accounts of the partners 
under § 1.704–1(b)(2)(iv)(f), the amount 
of the decrease constitutes an item of 
income for purposes of section 704(b) 
and § 1.704–1(b). Conversely, if there is 
an increase in the value of a § 1.752–7 li-
ability that is reflected in the capital 
accounts of the partners under § 1.704– 
1(b)(2)(iv)(f), the amount of the in-
crease constitutes an item of loss for 
purposes of section 704(b) and § 1.704– 
1(b). 

(2) Example. The following example il-
lustrates the provisions of this para-
graph (c): 

Example. (i) Facts. In 2004, A, B, and C form 
partnership PRS. A contributes Property 1 
with a fair market value and basis of $400X, 
subject to a § 1.752–7 liability of $100X, for a 
25% interest in PRS. B contributes $300X 
cash for a 25% interest in PRS, and C con-
tributes $600X cash for a 50% interest in 
PRS. Assume that the partnership complies 
with the substantial economic effect safe 
harbor of § 1.704–1(b)(2). Under § 1.704– 
1(b)(2)(iv)(b), A’s capital account is credited 
with $300X (the fair market value of Prop-
erty 1, $400X, less the § 1.752–7 liability as-
sumed by PRS, $100X). In accordance with 
§§ 1.752–7(c)(1)(i) and 1.704–3, the partnership 
can use any reasonable method for section 
704(c) purposes. In this case, the partnership 
elects the traditional method under § 1.704– 
3(b) and also elects to treat the deductions or 
losses attributable to the § 1.752–7 liability as 
coming first from the built-in loss. In 2005, 
PRS earns $200X of income and uses it to sat-
isfy the § 1.752–7 liability which has increased 
in value to $200X. Assume that the cost to 
PRS of satisfying the § 1.752–7 liability is de-
ductible by PRS. The $200X of partnership 
income is allocated according to the partner-
ship agreement, $50X to A, $50X to B, and 
$100X to C. 
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(ii) Analysis. Pursuant to paragraph (c) of 
this section, $100X of the deduction attrib-
utable to the satisfaction of the § 1.752–7 li-
ability is specially allocated to A, the § 1.752– 
7 liability partner, under section 704(c)(1)(A) 
and § 1.704–3. No book item corresponds to 
this tax allocation. The remaining $100X of 
deduction attributable to the satisfaction of 
the § 1.752–7 liability is allocated, for both 
book and tax purposes, according to the 
partnership agreement, $25X to A, $25X to B, 
and $50X to C. If the partnership, instead, 
satisfied the § 1.752–7 liability over a number 
of years, the first $100X of deduction with re-
spect to the § 1.752–7 liability would be allo-
cated to A, the § 1.752–7 liability partner, be-
fore any deduction with respect to the 
§ 1.752–7 liability would be allocated to the 
other partners. For example, if PRS were to 
satisfy $50X of the § 1.752–7 liability, the $50X 
deduction with respect to the § 1.752–7 liabil-
ity would be allocated to A for tax purposes 
only. No deduction would arise for book pur-
poses. If PRS later paid a further $100X in 
satisfaction of the § 1.752–7 liability, $50X of 
the deduction with respect to the § 1.752–7 li-
ability would be allocated, solely for tax pur-
poses, to A and the remaining $50X would be 
allocated, for both book and tax purposes, 
according to the partnership agreement. 
Under these circumstances, the partnership’s 
method of allocating the built-in loss associ-
ated with the § 1.752–7 liability is reasonable. 

(d) Special rules for transfers of part-
nership interests, distributions of partner-
ship assets, and assumptions of the 
§ 1.752–7 liability after a § 1.752–7 liability 
transfer—(1) In general. Except as pro-
vided in paragraphs (d)(2) and (i) of this 
section, paragraphs (e), (f), and (g) of 
this section apply to certain partner-
ship transactions occurring after a 
§ 1.752–7 liability transfer. 

(2) Exceptions—(i) In general. Para-
graphs (e), (f), and (g) of this section do 
not apply— 

(A) If the partnership assumes the 
§ 1.752–7 liability as part of a contribu-
tion to the partnership of the trade or 
business with which the liability is as-
sociated, and the partnership continues 
to carry on that trade or business after 
the contribution (for the definition of a 

trade or business, see paragraph (b)(10) 
of this section); or 

(B) If, immediately before the testing 
date, the amount of the remaining 
built-in loss with respect to all § 1.752– 
7 liabilities assumed by the partnership 
(other than § 1.752–7 liabilities assumed 
by the partnership with an associated 
trade or business) in one or more 
§ 1.752–7 liability transfers is less than 
the lesser of 10% of the gross value of 
partnership assets or $1,000,000. 

(ii) Examples. The following examples 
illustrate the principles of this para-
graph (d)(2): 

Example 1. For the past 5 years, Corpora-
tion X, a C corporation, has been engaged in 
Business A and Business B. In 2004, Corpora-
tion X contributes Business A, in a trans-
action governed by section 721(a), to PRS in 
exchange for a PRS interest and the assump-
tion by PRS of pension liabilities with re-
spect to the employees engaged in Business 
A. PRS plans to carry on Business A after 
the contribution. Because PRS has assumed 
the pension liabilities as part of a contribu-
tion to PRS of the trade or business with 
which the liabilities are associated, the 
treatment of the pension liabilities is not af-
fected by paragraphs (e), (f), and (g) of this 
section with respect to any transaction oc-
curring after the § 1.752–7 liability transfer of 
the pension liabilities. 

Example 2. (i) Facts. The facts are the same 
as in Example 1, except that PRS also as-
sumes from Corporation X certain pension li-
abilities with respect to the employees of 
Business B. At the time of the assumption, 
the amount of the pension liabilities with re-
spect to the employees of Business A is 
$3,000,000 (the A liabilities) and the amount 
of the pension liabilities associated with the 
employees of Business B (the B liabilities) is 
$2,000,000. Two years later, Corporation X 
sells its interest in PRS to Y for $9,000,000. 
At the time of the sale, the remaining built- 
in loss associated with the A liabilities is 
$2,100,000, the remaining built-in loss associ-
ated with the B liabilities is $900,000, and the 
gross value of PRS’s assets (excluding § 1.752– 
7 liabilities) is $20,000,000. Assume that PRS 
has no § 1.752–7 liabilities other than those 
assumed from Corporation X. 

VerDate Mar<15>2010 18:05 Apr 27, 2012 Jkt 226093 PO 00000 Frm 00673 Fmt 8010 Sfmt 8010 Q:\26\26V8 ofr150 PsN: PC150



664 

26 CFR Ch. I (4–1–12 Edition) § 1.752–7 

(ii) Analysis. The only liabilities assumed 
by PRS from Corporation X that were not as-
sumed as part of Corporation X’s contribu-
tion of Business A were the B liabilities. Im-
mediately before the testing date, the re-
maining built-in loss associated with the B 
liabilities ($900,000) was less than the lesser 
of 10% of the gross value of PRS’s assets 
($2,000,000) or $1,000,000. Therefore, paragraph 
(d)(2)(i)(B) of this section applies to exclude 
Corporation X’s sale of the PRS interest to Y 
from the application of paragraph (e) of this 
section. 

(e) Transfer of § 1.752–7 liability part-
ner’s partnership interest—(1) In general. 
Except as provided in paragraphs (d)(2), 
(e)(3), and (i) of this section, imme-
diately before the sale, exchange, or 
other disposition of all or a part of a 
§ 1.752–7 liability partner’s partnership 
interest, the § 1.752–7 liability partner’s 
basis in the partnership interest is re-
duced by the § 1.752–7 liability reduc-
tion (as defined in paragraph (b)(7) of 
this section). No deduction, loss, or 
capital expense is allowed to the part-
nership on the satisfaction of the 
§ 1.752–7 liability (within the meaning 
of paragraph (b)(8) of this section) to 
the extent of the remaining built-in 
loss associated with the § 1.752–7 liabil-
ity (as defined in paragraph (b)(6) of 
this section). For purposes of section 
705(a)(2)(B) and § 1.704–1(b)(2)(ii)(b) only, 
the remaining built-in loss associated 
with the § 1.752–7 liability is not treated 
as a nondeductible, noncapital expendi-
ture of the partnership. Therefore, the 
remaining partners’ capital accounts 
and bases in their partnership interests 
are not reduced by the remaining built- 
in loss associated with the § 1.752–7 li-
ability. If the partnership (or any suc-
cessor) notifies the § 1.752–7 liability 
partner of the satisfaction of the 
§ 1.752–7 liability, then the § 1.752–7 li-
ability partner is entitled to a loss or 
deduction. The amount of that deduc-

tion or loss is, in the case of a partial 
satisfaction of the § 1.752–7 liability, 
the amount that the partnership 
would, but for this section, take into 
account on the partial satisfaction of 
the § 1.752–7 liability (but not, in total, 
more than the § 1.752–7 liability reduc-
tion) or, in the case of a complete sat-
isfaction of the § 1.752–7 liability, the 
remaining § 1.752–7 liability reduction. 
To the extent of the amount that the 
partnership would, but for this section, 
take into account on the satisfaction 
of the § 1.752–7 liability, the character 
of that deduction or loss is determined 
as if the § 1.752–7 liability partner had 
satisfied the liability. To the extent 
that the § 1.752–7 liability reduction ex-
ceeds the amount that the partnership 
would, but for this section, take into 
account on the satisfaction of the 
§ 1.752–7 liability, the character of the 
§ 1.752–7 liability partner’s loss is cap-
ital. 

(2) Examples. The following examples 
illustrate the principles of paragraph 
(e)(1) of this section: 

Example 1. (i) Facts. In 2004, A, B, and C 
form partnership PRS. A contributes Prop-
erty 1 with a fair market value of $5,000,000 
and basis of $4,000,000 subject to a § 1.752–7 li-
ability of $2,000,000 in exchange for a 25% in-
terest in PRS. B contributes $3,000,000 cash 
in exchange for a 25% interest in PRS, and C 
contributes $6,000,000 cash in exchange for a 
50% interest in PRS. In 2006, when PRS has 
a section 754 election in effect, A sells A’s in-
terest in PRS to D for $3,000,000. At the time 
of the sale, the basis of A’s PRS interest is 
$4,000,000, the remaining built-in loss associ-
ated with the § 1.752–7 liability is $2,000,000, 
and PRS has no liabilities (as defined in 
§ 1.752–1(a)(4)). Assume that none of the ex-
ceptions of paragraph (d)(2) of this section 
apply and that the satisfaction of the § 1.752– 
7 liability would have given rise to a deduct-
ible expense to A. In 2007, PRS pays $3,000,000 
to satisfy the liability. 
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(ii) Sale of A’s PRS interest. Immediately be-
fore the sale of the PRS interest to D, A’s 
basis in the PRS interest is reduced (to 
$3,000,000) by the § 1.752–7 liability reduction, 
i.e., the lesser of the excess of A’s basis in the 
PRS interest ($4,000,000) over the adjusted 
value of that interest ($3,000,000), $1,000,000, 
or the remaining built-in loss associated 
with the § 1.752–7 liability, $2,000,000. There-
fore, A neither realizes nor recognizes any 
gain or loss on the sale of the PRS interest 
to D. D’s basis in the PRS interest is 
$3,000,000. D’s share of the adjusted basis of 

partnership property, as determined under 
§ 1.743–1(d), equals D’s interest in the part-
nership’s previously taxed capital of 
$2,000,000 (the amount of cash that D would 
receive on a liquidation of the partnership, 
$3,000,000, increased by the amount of tax 
loss that would be allocated to D in the hy-
pothetical transaction, $0, and reduced by 
the amount of tax gain that would be allo-
cated to D in the hypothetical transaction, 
$1,000,000). Therefore, the positive basis ad-
justment under section 743(b) is $1,000,000. 

(iii) Satisfaction of § 1.752–7 liability. Neither 
PRS nor any of its partners is entitled to a 
deduction, loss, or capital expense upon the 
satisfaction of the § 1.752–7 liability to the 
extent of the remaining built-in loss associ-
ated with the § 1.752–7 liability ($2,000,000). 
PRS is entitled to a deduction, however, for 
the amount by which the cost of satisfying 
the § 1.752–7 liability exceeds the remaining 

built-in loss associated with the § 1.752–7 li-
ability. Therefore, in 2007, PRS may deduct 
$1,000,000 (cost to satisfy the § 1.752–7 liabil-
ity, $3,000,000, less the remaining built-in 
loss associated with the § 1.752–7 liability, 
$2,000,000). If PRS notifies A of the satisfac-
tion of the § 1.752–7 liability, then A is enti-
tled to an ordinary deduction in 2007 of 
$1,000,000 (the § 1.752–7 liability reduction). 
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Example 2. The facts are the same as in Ex-
ample 1 except that, at the time of A’s sale of 
the PRS interest to D, PRS has a non-
recourse liability of $4,000,000, of which A’s 
share is $1,000,000. A’s basis in PRS is 
$5,000,000. At the time of the sale of the PRS 
interest to D, the adjusted value of A’s inter-
est is $4,000,000 (the fair market value of the 
interest ($3,000,000), increased by A’s share of 
partnership liabilities ($1,000,000)). The dif-
ference between the basis of A’s interest 
($5,000,000) and the adjusted value of that in-
terest ($4,000,000) is $1,000,000. Therefore, the 
§ 1.752–7 liability reduction is $1,000,000 (the 
lesser of this difference or the remaining 
built-in loss associated with the § 1.752–7 li-

ability, $2,000,000). Immediately before the 
sale of the PRS interest to D, A’s basis is re-
duced from $5,000,000 to $4,0000,000. A’s 
amount realized on the sale of the PRS in-
terest to D is $4,000,000 ($3,000,000 paid by D, 
increased under section 752(d) by A’s share of 
partnership liabilities, or $1,000,000). There-
fore, A neither realizes nor recognizes any 
gain or loss on the sale. D’s basis in the PRS 
interest is $4,000,000. Because D’s share of the 
adjusted basis of partnership property is 
$3,000,000 (D’s share of the partnership’s pre-
viously taxed capital, $2,000,000, plus D’s 
share of partnership liabilities, $1,000,000), 
the basis adjustment under section 743(b) is 
$1,000,000. 
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Example 3. The facts are the same as in Ex-
ample 1, except that the satisfaction of the 
§ 1.752–7 liability would have given rise to a 
capital expense to A or PRS. Neither PRS 
nor any of its partners are entitled to a cap-
ital expense upon the satisfaction of the 
§ 1.752–7 liability to the extent of the remain-
ing built-in loss associated with the § 1.752–7 
liability ($2,000,000). PRS may, however, in-
crease the basis of appropriate partnership 
assets by the amount by which the cost of 
satisfying the § 1.752–7 liability exceeds the 
remaining built-in loss associated with the 
§ 1.752–7 liability. Therefore, in 2007, PRS 
may capitalize $1,000,000 (cost to satisfy the 
§ 1.752–7 liability, $3,000,000, less the remain-
ing built-in loss associated with the § 1.752–7 
liability, $2,000,000) to the appropriate part-
nership assets. If A is notified by PRS that 
the § 1.752–7 liability has been satisfied, then 
A is entitled to a capital loss in 2007 as pro-
vided in paragraph (e)(1) of this section, the 
year of the satisfaction of the § 1.752–7 liabil-
ity. 

(3) Exception for nonrecognition trans-
actions—(i) In general. Paragraph (e)(1) 
of this section does not apply where a 
§ 1.752–7 liability partner transfers all 
or part of the partner’s partnership in-
terest in a transaction in which the 

transferee’s basis in the partnership in-
terest is determined in whole or in part 
by reference to the transferor’s basis in 
the partnership interest. In addition, 
paragraph (e)(1) of this section does not 
apply to a distribution of an interest in 
the partnership (lower-tier partner-
ship) that has assumed the § 1.752–7 li-
ability by a partnership that is the 
§ 1.752–7 liability partner (upper-tier 
partnership) if the partners of the 
upper-tier partnership that were § 1.752– 
7 liability partners with respect to the 
lower-tier partnership prior to the dis-
tribution continue to be § 1.752–7 liabil-
ity partners with respect to the lower- 
tier partnership after the distribution. 
See paragraphs (b)(4)(ii) and (j)(3) of 
this section for rules on the application 
of this section to partners of the § 1.752– 
7 liability partner. 

(ii) Examples. The following examples 
illustrate the provisions of this para-
graph (e)(3): 

Example 1. Transfer of partnership interest to 
lower-tier partnership. (i) Facts. In 2004, X con-
tributes undeveloped land with a value and 
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basis of $2,000,000 and subject to environ-
mental liabilities of $1,500,000 to partnership 
LTP in exchange for a 50% interest in LTP. 
LTP develops the land as a landfill. In 2005, 
in a transaction governed by section 721(a), 
X contributes the LTP interest to UTP in ex-
change for a 50% interest in UTP. In 2008, X 
sells the UTP interest to A for $500,000. At 
the time of the sale, X’s basis in UTP is 
$2,000,000, the remaining built-in loss associ-
ated with the environmental liability is 
$1,500,000, and the gross value of UTP’s assets 
is $2,500,000. The environmental liabilities 
were not assumed by LTP as part of a con-
tribution by X to LTP of a trade or business 
with which the liabilities were associated. 
(See paragraph (b)(10)(ii), Example 1 of this 
section.) 

(ii) Analysis. Because UTP’s basis in the 
LTP interest is determined by reference to 
X’s basis in the LTP interest, X’s contribu-
tion of the LTP interest to UTP is exempted 
from the rules of paragraph (e)(1) of this sec-
tion. Under paragraph (j)(1) of this section, 
X’s contribution of the LTP interest to UTP 
is treated as a contribution of X’s share of 
the assets of LTP and UTP’s assumption of 
X’s share of the LTP liabilities (including 
§ 1.752–7 liabilities). Therefore, X’s transfer of 
the LTP interest to UTP is a § 1.752–7 liabil-
ity transfer. The § 1.752–7 liabilities deemed 
transferred by X to UTP are not associated 
with a trade or business transferred to UTP 
for purposes of paragraph (d)(2)(i)(A) of this 
section, because they were not associated 
with a trade or business transferred by X to 
LTP as part of the original § 1.752–7 liability 
transfer. See paragraph (j)(2) of this section. 
Because none of the exceptions described in 
paragraph (d)(2) of this section apply to X’s 
taxable sale of the UTP interest to A in 2008, 
paragraph (e)(1) of this section applies to 
that sale. 

Example 2. Transfer of partnership interest to 
corporation. The facts are the same as in Ex-
ample 1, except that, rather than transferring 
the LTP interest to UTP in 2005, X contrib-
utes the LTP interest to Corporation Y in an 
exchange to which section 351 applies. Be-
cause Corporation Y’s basis in the LTP in-
terest is determined by reference to X’s basis 
in that interest, X’s contribution of the LTP 
interest is exempted from the rules of para-
graph (e)(1) of this section. But see section 
358(h) and § 1.358–7 for appropriate basis ad-
justments. 

Example 3. Partnership merger. (i) Facts. In 
2004, A, B, C, and D form equal partnership 
PRS1. A contributes Blackacre with a value 
and basis of $2,000,000 to PRS1 and PRS1 as-
sumes from A $1,500,000 of pension liabilities 
unrelated to Blackacre. B, C, and D each 
contribute $500,000 cash to PRS1. PRS1 uses 
the cash contributed by B, C, and D 
($1,500,000) to purchase Whiteacre. In 2006, 
PRS1 merges into PRS2 in an assets-over 
merger under § 1.708–1(c)(3). Assume that, 

under § 1.708–1(c), PRS2 is the surviving part-
nership and PRS1 is the terminating part-
nership. At the time of the merger, the value 
of Blackacre is still $2,000,000, the remaining 
built-in loss with respect to the pension li-
abilities is still $1,500,000, but the value of 
Whiteacre has declined to $500,000. 

(ii) Deemed assumption by PRS2 of PRS1 li-
abilities. Under § 1.708–1(c)(3), the merger is 
treated as a contribution of the assets and li-
abilities of PRS1 to PRS2, followed by a dis-
tribution of the PRS2 interests by PRS1 in 
liquidation of PRS1. Because PRS2 assumes 
a § 1.752–7 liability (the pension liabilities) of 
PRS1, PRS1 is a § 1.752–7 liability partner of 
PRS2. Under paragraph (b)(5)(ii)(A) of this 
section, A is also § 1.752–7 liability partner of 
PRS2 to the extent of the remaining 
$1,500,000 built-in loss associated with the 
pension liabilities. B, C, and D are not § 1.752– 
7 liability partners with respect to PRS1. If 
the amount of the pension liabilities had in-
creased between the date of PRS1’s assump-
tion of those liabilities from A and the date 
of the merger of PRS1 into PRS2, then B, C, 
and D would be § 1.752–7 liability partners 
with respect to PRS2 to the extent of their 
respective shares of that increase. See para-
graph (b)(5)(ii) of this section. 

(iii) Deemed distribution of PRS2 interests. 
Paragraph (e)(1) does not apply to PRS1’s 
deemed distribution of the PRS2 interests, 
because, under paragraph (b)(5)(ii)(B) of this 
section, all of the partners that were § 1.752– 
7 liability partners with respect to PRS2 be-
fore the distribution, i.e., A, continue to be 
§ 1.752–7 liability partners after the distribu-
tion. After the distribution, A’s share of the 
pension liabilities now held by PRS2 will 
continue to be $1,500,000. 

Example 4. Partnership division; no shifting 
of § 1.752–7 liability. The facts are the same as 
in Example 3, except that PRS1 does not 
merge with PRS2, but instead contributes 
Blackacre to PRS2 in exchange for PRS2 in-
terests and the assumption by PRS2 of the 
pension liabilities. Immediately thereafter, 
PRS1 distributes the PRS2 interests to A and 
B in liquidation of their interests in PRS1. 
The analysis is the same as in Example 3. 
After the assumption of the pension liabil-
ities by PRS2, A is a § 1.752–7 liability part-
ner with respect to PRS2. After the distribu-
tion of a PRS2 interest to A, A continues to 
be a § 1.752–7 liability partner with respect to 
PRS2, and the amount of A’s built-in loss 
with respect to the § 1.752–7 liabilities con-
tinues to be $1,500,000. Therefore, paragraph 
(e)(1) of this section does not apply to the 
distribution of the PRS2 interests to A and 
B. 

Example 5. Partnership division; shifting of 
§ 1.752–7 liability. The facts are the same as in 
Example 4, except that PRS1 distributes the 
PRS2 interests not to A and B, but to C and 
D, in liquidation of their interests in PRS1. 
After this distribution, A does not continue 
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to be a § 1.752–7 liability partner of PRS2, be-
cause A no longer has an interest in PRS2. 
Therefore, paragraph (e)(1) of this section ap-
plies to the distribution of the PRS2 inter-
ests to C and D. 

(f) Distribution in liquidation of § 1.752– 
7 liability partner’s partnership interest— 
(1) In general. Except as provided in 
paragraphs (d)(2) and (i) of this section, 
immediately before a distribution in 
liquidation of a § 1.752–7 liability part-
ner’s partnership interest, the § 1.752–7 
liability partner’s basis in the partner-
ship interest is reduced by the § 1.752–7 
liability reduction (as defined in para-
graph (b)(7) of this section). This rule 
applies before section 737. No deduc-
tion, loss, or capital expense is allowed 
to the partnership on the satisfaction 
of the § 1.752–7 liability (within the 
meaning of paragraph (b)(8) of this sec-
tion) to the extent of the remaining 
built-in loss associated with the § 1.752– 
7 liability (as defined in paragraph 
(b)(6) of this section). For purposes of 
section 705(a)(2)(B) and § 1.704– 
1(b)(2)(ii)(b) only, the remaining built- 
in loss associated with the § 1.752–7 li-
ability is not treated as a nondeduct-
ible, noncapital expenditure of the 
partnership. Therefore, the remaining 
partners’ capital accounts and bases in 
their partnership interests are not re-
duced by the remaining built-in loss as-
sociated with the § 1.752–7 liability. If 
the partnership (or any successor) noti-
fies the § 1.752–7 liability partner of the 
satisfaction of the § 1.752–7 liability, 
then the § 1.752–7 liability partner is en-
titled to a loss or deduction. The 
amount of that deduction or loss is, in 
the case of a partial satisfaction of the 
§ 1.752–7 liability, the amount that the 
partnership would, but for this section, 

take into account on the partial satis-
faction of the § 1.752–7 liability (but 
not, in total, more than the § 1.752–7 li-
ability reduction) or, in the case of a 
complete satisfaction of the § 1.752–7 li-
ability, the remaining § 1.752–7 liability 
reduction. To the extent of the amount 
that the partnership would, but for this 
section, take into account on satisfac-
tion of the § 1.752–7 liability, the char-
acter of that deduction or loss is deter-
mined as if the § 1.752–7 liability part-
ner had satisfied the liability. To the 
extent that the § 1.752–7 liability reduc-
tion exceeds the amount that the part-
nership would, but for this section, 
take into account on satisfaction of 
the § 1.752–7 liability, the character of 
the § 1.752–7 liability partner’s loss is 
capital. 

(2) Example. The following example il-
lustrates the provision of this para-
graph (f): 

Example. (i) Facts. In 2004, A, B, and C form 
partnership PRS. A contributes Property 1 
with a fair market value and basis of 
$5,000,000 subject to a § 1.752–7 liability of 
$2,000,000 for a 25% interest in PRS. B con-
tributes $3,000,000 cash for a 25% interest in 
PRS, and C contributes $6,000,000 cash for a 
50% interest in PRS. In 2012, when PRS has 
a section 754 election in effect, PRS distrib-
utes Property 2, which has a basis and fair 
market value of $3,000,000, to A in liquidation 
of A’s PRS interest. At the time of the dis-
tribution, the fair market value of A’s PRS 
interest is still $3,000,000, the basis of that in-
terest is still $5,000,000, and the remaining 
built-in loss associated with the § 1.752–7 li-
ability is still $2,000,000. Assume that none of 
the exceptions of paragraph (d)(2) of this sec-
tion apply to the distribution and that the 
satisfaction of the § 1.752–7 liability would 
have given rise to a deductible expense to A. 
In 2013, PRS pays $1,000,000 to satisfy the en-
tire § 1.752–7 liability. 
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(ii) Liquidation of A’s PRS interest. Imme-
diately before the distribution of Property 2 
to A, A’s basis in the PRS interest is reduced 
(to $3,000,000) by the § 1.752–7 liability reduc-
tion, i.e., the lesser of the excess of A’s basis 
in the PRS interest ($5,000,000) over the ad-
justed value ($3,000,000) of that interest 
($2,000,000) or the remaining built-in loss as-

sociated with the § 1.752–7 liability 
($2,000,000). Therefore, A’s basis in Property 2 
under section 732(b) is $3,000,000. Because this 
is the same as the partnership’s basis in 
Property 2 immediately before the distribu-
tion, the partnership’s basis adjustment 
under section 734(b) is $0. 

(iii) Satisfaction of § 1.752–7 liability. PRS is 
not entitled to a deduction, loss, or capital 
expense on the satisfaction of the § 1.752–7 li-
ability to the extent of the remaining built- 
in loss associated with the § 1.752–7 liability 
($2,000,000). Because this amount exceeds the 
amount paid by PRS to satisfy the § 1.752–7 
liability ($1,000,000), PRS is not entitled to 

any deduction for the § 1.752–7 liability in 
2013. If, however, PRS notifies A of the satis-
faction of the § 1.752–7 liability, A is entitled 
to an ordinary deduction in 2013 of $1,000,000 
(the amount paid in satisfaction of the 
§ 1.752–7 liability) and a capital loss of 
$1,000,000 (the remaining § 1.752–7 liability re-
duction). 

(g) Assumption of § 1.752–7 liability by a 
partner other than § 1.752–7 liability part-
ner—(1) In general. If this paragraph (g) 
applies, section 704(c)(1)(B) does not 
apply to an assumption of a § 1.752–7 li-
ability from a partnership by a partner 
other than the § 1.752–7 liability part-
ner. The rules of paragraph (g)(2) of 
this section apply only if the § 1.752–7 
liability partner is a partner in the 
partnership at the time of the assump-
tion of the § 1.752–7 liability from the 
partnership. The rules of paragraphs 
(g)(3) and (4) of this section apply to 
any assumption of the § 1.752–7 liability 
by a partner other than the § 1.752–7 li-
ability partner, whether or not the 
§ 1.752–7 liability partner is a partner in 

the partnership at the time of the as-
sumption from the partnership. 

(2) Consequences to § 1.752–7 liability 
partner. If, at the time of an assump-
tion of a § 1.752–7 liability from a part-
nership by a partner other than the 
§ 1.752–7 liability partner, the § 1.752–7 
liability partner remains a partner in 
the partnership, then the § 1.752–7 li-
ability partner’s basis in the partner-
ship interest is reduced by the § 1.752–7 
liability reduction (as defined in para-
graph (b)(7) of this section). If the as-
suming partner (or any successor) noti-
fies the § 1.752–7 liability partner of the 
satisfaction of the § 1.752–7 liability 
(within the meaning of paragraph (b)(8) 
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of this section), then the § 1.752–7 liabil-
ity partner is entitled to a deduction or 
loss. The amount of that deduction or 
loss is, in the case of a partial satisfac-
tion of the § 1.752–7 liability, the 
amount that the assuming partner 
would, but for this section, take into 
account on the satisfaction of the 
§ 1.752–7 liability (but not, in total, 
more than the § 1.752–7 liability reduc-
tion) or, in the case of a complete sat-
isfaction of the § 1.752–7 liability, the 
remaining § 1.752–7 liability reduction. 
To the extent of the amount that the 
assuming partner would, but for this 
section, take into account on the satis-
faction of the § 1.752–7 liability, the 
character of that deduction or loss is 
determined as if the § 1.752–7 liability 
partner had satisfied the liability. To 
the extent that the § 1.752–7 liability re-
duction exceeds the amount that the 
assuming partner would, but for this 
section, take into account on the satis-
faction of the § 1.752–7 liability, the 
character of the § 1.752–7 liability part-
ner’s loss is capital. 

(3) Consequences to partnership. Imme-
diately after the assumption of the 
§ 1.752–7 liability from the partnership 
by a partner other than the § 1.752–7 li-
ability partner, the partnership must 
reduce the basis of partnership assets 
by the remaining built-in loss associ-
ated with the § 1.752–7 liability (as de-
fined in paragraph (b)(6) of this sec-
tion). The reduction in the basis of 
partnership assets must be allocated 
among partnership assets as if that ad-
justment were a basis adjustment 
under section 734(b). 

(4) Consequences to assuming partner. 
No deduction, loss, or capital expense 
is allowed to an assuming partner 
(other than the § 1.752–7 liability part-
ner) on the satisfaction of the § 1.752–7 
liability assumed from a partnership to 
the extent of the remaining built-in 
loss associated with the § 1.752–7 liabil-
ity. Instead, upon the satisfaction of 
the § 1.752–7 liability, the assuming 

partner must adjust the basis of the 
partnership interest, any assets (other 
than cash, accounts receivable, or in-
ventory) distributed by the partnership 
to the partner, or gain or loss on the 
disposition of the partnership interest, 
as the case may be. These adjustments 
are determined as if the assuming part-
ner’s basis in the partnership interest 
at the time of the assumption were in-
creased by the lesser of the amount 
paid (or to be paid) to satisfy the 
§ 1.752–7 liability or the remaining 
built-in loss associated with the § 1.752– 
7 liability. However, the assuming 
partner cannot take into account any 
adjustments to depreciable basis, re-
duction in gain, or increase in loss 
until the satisfaction of the § 1.752–7 li-
ability. 

(5) Example. The following example il-
lustrates the provisions of this para-
graph (g): 

Example. (i) Facts. In 2004, A, B, and C form 
partnership PRS. A contributes Property 1, a 
nondepreciable capital asset with a fair mar-
ket value and basis of $5,000,000, in exchange 
for a 25% interest in PRS and assumption by 
PRS of a § 1.752–7 liability of $2,000,000. B con-
tributes $3,000,000 cash for a 25% interest in 
PRS, and C contributes $6,000,000 cash for a 
50% interest in PRS. PRS uses the cash con-
tributed to purchase Property 2. In 2007, PRS 
distributes Property 1, subject to the § 1.752– 
7 liability to B in liquidation of B’s interest 
in PRS. At the time of the distribution, A’s 
interest in PRS still has a value of $3,000,000 
and a basis of $5,000,000, and B’s interest in 
PRS still has a value and basis of $3,000,000. 
Also at that time, Property 1 still has a 
value and basis of $5,000,000, Property 2 still 
has a value and basis of $9,000,000, and the re-
maining built-in loss associated with the 
§ 1.752–7 liability still is $2,000,000. Assume 
that none of the exceptions of paragraph 
(d)(2)(i) of this section apply to the assump-
tion of the § 1.752–7 liability by B and that 
the satisfaction of the § 1.752–7 liability by A 
would have given rise to a deductible ex-
pense to A. In 2010, B pays $1,000,000 to sat-
isfy the entire § 1.752–7 liability. At that 
time, B still owns Property 1, which has a 
basis of $3,000,000. 
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(ii) Assumption of § 1.752–7 liability by B. Sec-
tion 704(c)(1)(B) does not apply to the as-
sumption of the § 1.752–7 liability by B. In-
stead, A’s basis in the PRS interest is re-
duced (to $3,000,000) by the § 1.752–7 liability 
reduction, i.e., the lesser of the excess of A’s 
basis in the PRS interest ($5,000,000) over the 
adjusted value ($3,000,000) of that interest 
($2,000,000), or the remaining built-in loss as-
sociated with the § 1.752–7 liability as of the 
time of the assumption ($2,000,000). PRS’s 

basis in Property 2 is reduced (to $7,000,000) 
by the $2,000,000 remaining built-in loss asso-
ciated with the § 1.752–7 liability. B’s basis in 
Property 1 under section 732(b) is $3,000,000 
(B’s basis in the PRS interest). This is 
$2,000,000 less than PRS’s basis in Property 1 
before the distribution of Property 1 to B. If 
PRS has a section 754 election in effect for 
2007, PRS may increase the basis of Property 
2 under section 734(b) by $2,000,000. 

(iii) Satisfaction of § 1.752–7 liability. B is not 
entitled to a deduction on the satisfaction of 
the § 1.752–7 liability in 2010 to the extent of 

the remaining built-in loss associated with 
the § 1.752–7 liability ($2,000,000). As this 
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amount exceeds the amount paid by B to sat-
isfy the § 1.752–7 liability, B is not entitled to 
any deduction on the satisfaction of the 
§ 1.752–7 liability in 2010. B may, however, in-
crease the basis of Property 1 by the lesser of 
the remaining built-in loss associated with 
the § 1.752–7 liability ($2,000,000) or the 
amount paid to satisfy the § 1.752–7 liability 
($1,000,000). Therefore, B’s basis in Property 1 
is increased to $4,000,000. If B notifies A of 
the satisfaction of the § 1.752–7 liability, then 
A is entitled to an ordinary deduction in 2010 
of $1,000,000 (the amount paid in satisfaction 
of the § 1.752–7 liability) and a capital loss of 
$1,000,000 (the remaining § 1.752–7 liability re-
duction). 

B’S BASIS IN PROPERTY 1 AFTER SATISFACTION 
OF LIABILITY 

[In millions] 

1. Basis in Property 1 after distribution ....................... $3 
2. Plus lesser of remaining built-in loss.

($2) or amount paid to satisfy liability ($1) 1 

3. Basis in Property 1 after satisfaction of liability ...... $4 

(h) Notification by the partnership (or 
successor) of the satisfaction of the 
§ 1.752–7 liability. For purposes of para-
graphs (e), (f), and (g) of this section, 
notification by the partnership (or suc-
cessor) of the satisfaction of the § 1.752– 
7 liability must be attached to the 
§ 1.752–7 liability partner’s return 
(whether an original or an amended re-
turn) for the year in which the loss is 
being claimed and must include— 

(1) The amount paid in satisfaction of 
the § 1.752–7 liability, and whether the 
amounts paid were in partial or com-
plete satisfaction of the § 1.752–7 liabil-
ity; 

(2) The name and address of the per-
son satisfying the § 1.752–7 liability; 

(3) The date of the payment on the 
§ 1.752–7 liability; and 

(4) The character of the loss to the 
§ 1.752–7 liability partner with respect 
to the § 1.752–7 liability. 

(i) Special rule for amounts that are 
capitalized prior to the occurrence of an 
event described in paragraphs (e), (f), or 

(g)—(1) In general. If all or a portion of 
a § 1.752–7 liability is properly capital-
ized (capitalized basis) prior to an 
event described in paragraph (e), (f), or 
(g) of this section, then, before an 
event described in paragraph (e), (f), or 
(g) of this section, the partnership may 
take the capitalized basis into account 
for purposes of computing cost recov-
ery and gain or loss on the sale of the 
asset to which the basis has been cap-
italized (and for any other purpose for 
which the basis of the asset is rel-
evant), but after an event described in 
paragraph (e), (f), or (g) of this section, 
the partnership may not take any re-
maining capitalized basis into account 
for tax purposes. 

(2) Example. The following example il-
lustrates the provisions of this para-
graph (i): 

Example. (i) Facts. In 2004, A and B form 
partnership PRS. A contributes Property 1, a 
nondepreciable capital asset, with a fair 
market value and basis of $5,000,000, in ex-
change for a 25% interest in PRS and an as-
sumption by PRS of a § 1.752–7 liability of 
$2,000,000. B contributes $9,000,000 in cash in 
exchange for a 75% interest in PRS. PRS 
uses $7,000,000 of the cash to purchase Prop-
erty 2, also a nondepreciable capital asset. In 
2007, when PRS’s assets have not changed, 
PRS satisfies the § 1.752–7 liability by paying 
$2,000,000. Assume that PRS is required to 
capitalize the cost of satisfying the § 1.752–7 
liability. In 2008, A sells his interest in PRS 
to C for $3,000,000. At the time of the sale, 
the basis of A’s interest is still $5,000,000. 

(ii) Analysis. On the sale of A’s interest to 
C, A realizes a loss of $2,000,000 on the sale of 
the PRS interest (the excess of $5,000,000, the 
basis of the partnership interest, over 
$3,000,000, the amount realized on sale). The 
remaining built-in loss associated with the 
§ 1.752–7 liability at that time is zero because 
all of the § 1.752–7 liability as of the time of 
the assumption of the § 1.752–7 liability by 
the partnership was capitalized by the part-
nership. The partnership may not take any 
remaining capitalized basis into account for 
tax purposes. 
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(iii) Partial Satisfaction. Assume that, prior 
to the sale of A’s interest in PRS to C, PRS 
had paid $1,500,000 to satisfy a portion of the 
§ 1.752–7 liability. Therefore, immediately be-
fore the sale of the PRS interest to C, A’s 
basis in the PRS interest would be reduced 
(to $4,500,000) by the $500,000 remaining built- 
in loss associated with the § 1.752–7 liability 
($2,000,000 less the $1,500,000 portion capital-
ized by the partnership as that time). On the 
sale of the PRS interest, A realizes a loss of 
$1,500,000 (the excess of $4,500,000, the basis of 
the PRS interest, over $3,000,000, the amount 

realized on the sale). Neither PRS nor any of 
its partners is entitled to a deduction, loss, 
or capital expense upon the satisfaction of 
the § 1.752–7 liability to the extent of the re-
maining built-in loss associated with the 
§ 1.752–7 liability ($500,000). If PRS notifies A 
of the satisfaction of the remaining portion 
of the § 1.752–7 liability, then A is entitled to 
a deduction or loss of $500,000 (the remaining 
§ 1.752–7 liability reduction). The partnership 
may not take any remaining capitalized 
basis into account for tax purposes. 

(j) Tiered partnerships—(1) Look- 
through treatment. For purposes of this 
section, a contribution by a partner of 
an interest in a partnership (lower-tier 
partnership) to another partnership 
(upper-tier partnership) is treated as a 
contribution by the partner of the 
partner’s share of each of the lower- 
tier partnership’s assets and an as-
sumption by the upper-tier partnership 
of the partner’s share of the lower-tier 
partnership’s liabilities (including 
§ 1.752–7 liabilities). See paragraph 
(e)(3)(ii) Example 1 of this section. In 
addition, a partnership is treated as 
having its share of any § 1.752–7 liabil-
ities of the partnerships in which it has 
an interest. 

(2) Trade or business exception. If a 
partnership (upper-tier partnership) as-
sumes a § 1.752–7 liability of a partner, 

and, subsequently, another partnership 
(lower-tier partnership) assumes that 
§ 1.752–7 liability from the upper-tier 
partnership, then the § 1.752–7 liability 
is treated as associated only with any 
trade or business contributed to the 
upper-tier partnership by the § 1.752–7 
liability partner. The same rule applies 
where a partnership assumes a § 1.752–7 
liability of a partner, and, subse-
quently, the § 1.752–7 liability partner 
transfers that partnership interest to 
another partnership. See paragraph 
(e)(3)(ii) Example 1 of this section. 

(3) Partnership as a § 1.752–7 liability 
partner. If a transaction described in 
paragraph (e), (f), or (g) of this section 
occurs with respect to a partnership 
(upper-tier partnership) that is a 
§ 1.752–7 liability partner of another 
partnership (lower-tier partnership), 
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then such transaction will also be 
treated as a transaction described in 
paragraph (e), (f), or (g) of this section, 
as appropriate, with respect to the 
partners of the upper-tier partnership, 
regardless of whether the upper-tier 
partnership assumed the § 1.752–7 liabil-
ity from those partners. (See paragraph 
(b)(5) of this section for rules relating 
to the treatment of transactions by the 
partners of the upper-tier partnership). 
In such a case, each partner’s share of 
the § 1.752–7 liability reduction in the 
upper-tier partnership is equal to that 
partner’s share of the § 1.752–7 liability. 
The partners of the upper-tier partner-
ship at the time of the transaction de-
scribed in paragraph (e), (f), or (g) of 
this section, and not the upper-tier 
partnership, are entitled to the deduc-
tion or loss on the satisfaction of the 
§ 1.752–7 liability. Similar principles 
apply where the upper-tier partnership 
is itself owned by one or a series of 
partnerships. This paragraph does not 
apply to the extent that § 1.752–7(j)(4) 
applied to the assumption of the § 1.752– 
7 liability by the lower-tier partner-
ship. 

(4) Transfer of § 1.752–7 liability by part-
nership to another partnership or cor-
poration after a transaction described in 
paragraph (e), (f), or (g)—(i) In general. 
If, after a transaction described in 
paragraph (e), (f), or (g) of this section 
with respect to a § 1.752–7 liability as-
sumed by a partnership (the upper-tier 
partnership), another partnership or a 
corporation assumes the § 1.752–7 liabil-
ity from the upper-tier partnership (or 
the assuming partner) in a transaction 
in which the basis of property is deter-
mined, in whole or in part, by reference 
to the basis of the property in the 
hands of the upper-tier partnership (or 
assuming partner), then— 

(A) The upper-tier partnership (or as-
suming partner) must reduce its basis 
in any corporate stock or partnership 
interest received by the remaining 
built-in loss associated with the § 1.752– 
7 liability, at the time of the trans-
action described in paragraph (e), (f), 
or (g) of this section (but the partners 
of the upper-tier partnership do not re-

duce their bases or capital accounts in 
the upper-tier partnership); and 

(B) No deduction, loss, or capital ex-
pense is allowed to the assuming part-
nership or corporation on the satisfac-
tion of the § 1.752–7 liability to the ex-
tent of the remaining built-in loss as-
sociated with the § 1.752–7 liability. 

(ii) Subsequent transfers. Similar rules 
apply to subsequent assumptions of the 
§ 1.752–7 liability in transactions in 
which the basis of property is deter-
mined, in whole or in part, by reference 
to the basis of the property in the 
hands of the transferor. If, subsequent 
to an assumption of the § 1.752–7 liabil-
ity by a partnership in a transaction to 
which paragraph (j)(4)(i) of this section 
applies, the § 1.752–7 liability is as-
sumed from the partnership by a part-
ner other than the partner from whom 
the partnership assumed the § 1.752–7 li-
ability, then the rules of paragraph (g) 
of this section apply. 

(5) Example. The following example il-
lustrates the provisions of paragraphs 
(j)(3) and (4) of this section: 

Example. (i) Assumption of § 1.752–7 liability 
by UTP and transfer of § 1.752–7 liability part-
ner’s interest in UTP. In 2004, A, B, and C form 
partnership UTP. A contributes Property 1 
with a fair market value and basis of 
$5,000,000 subject to a § 1.752–7 liability of 
$2,000,000 in exchange for a 25% interest in 
UTP. B contributes $3,000,000 cash in ex-
change for a 25% interest in UTP, and C con-
tributes $6,000,000 cash in exchange for a 50% 
interest in UTP. UTP invests the $9,000,000 
cash in Property 2. In 2006, A sells A’s inter-
est in UTP to D for $3,000,000. At the time of 
the sale, the basis of A’s UTP interest is 
$5,000,000, the remaining built-in loss associ-
ated with the § 1.752–7 liability is $2,000,000, 
and UTP has no liabilities other than the 
§ 1.752–7 liabilities assumed from A. Assume 
that none of the exceptions of paragraph 
(d)(2) of this section apply and that the satis-
faction of the § 1.752–7 liability would give 
rise to a deductible expense to A and to UTP. 
Under paragraph (e) of this section, imme-
diately before the sale of the UTP interest to 
D, A’s basis in UTP is reduced to $3,000,000 by 
the $2,000,000 § 1.752–7 liability reduction. 
Therefore, A neither realizes nor recognizes 
any gain or loss on the sale of the UTP inter-
est to D. D’s basis in the UTP interest is 
$3,000,000. 
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(ii) Assumption of § 1.752–7 liability by LTP 
from UTP. In 2008, at a time when the esti-
mated amount of the § 1.752–7 liability has in-
creased to $3,500,000, UTP contributes Prop-
erty 1 and Property 2, subject to the § 1.752– 
7 liability, to LTP in exchange for a 50% in-
terest in LTP. At the time of the contribu-
tion, Property 1 still has a value and basis of 
$5,000,000 and Property 2 still has a value and 
basis of $9,000,000. UTP’s basis in LTP under 
section 722 is $14,000,000. Under paragraph 
(j)(4)(i) of this section, UTP must reduce its 
basis in LTP by the $2,000,000 remaining 
built-in loss associated with the § 1.752–7 li-
ability (as of the time of the sale of the UTP 
interest by A). The partners in UTP are not 
required to reduce their bases in UTP by this 

amount. UTP is a § 1.752–7 liability partner of 
LTP with respect to the entire $3,500,000 
§ 1.752–7 liability assumed by LTP. However, 
as A is no longer a partner of UTP, none of 
the partners of UTP (as of the time of the as-
sumption of the § 1.752–7 liability by LTP) 
are § 1.752–7 liability partners of LTP with re-
spect to the $2,000,000 remaining built-in loss 
associated with the § 1.752–7 liability (as of 
the time of the sale of the UTP interest by 
A). The UTP partners (as of the time of the 
assumption of the § 1.752–7 liability by LTP) 
are § 1.752–7 liability partners of LTP with re-
spect to the $1,500,000 increase in the amount 
of the § 1.752–7 liability of UTP since the as-
sumption of that § 1.752–7 liability by UTP 
from A. 
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(iii) Sale by UTP of LTP interest. In 2010, 
UTP sells its interest in LTP to E for 
$10,500,000. At the time of the sale, the LTP 
interest still has a value of $10,500,000 and a 
basis of $12,000,000, and the remaining built- 
in loss associated with the § 1.752–7 liability 
is $3,500,000. Under paragraph (e) of this sec-
tion, immediately before the sale, UTP must 
reduce its basis in the LTP interest by the 
§ 1.752–7 liability reduction. Under paragraph 
(a)(4) of this section, the remaining built-in 
loss associated with the § 1.752–7 liability is 
$1,500,000 (remaining built-in loss associated 
with the § 1.752–7 liability, $3,500,000, reduced 
by the amount of the § 1.752–7 liability taken 
into account under paragraph (j)(4) of this 

section, $2,000,000). The difference between 
the basis of the LTP interest held by UTP 
($12,000,000) and the adjusted value of that in-
terest ($10,500,000) is also $1,500,000. There-
fore, the § 1.752–7 liability reduction is 
$1,500,000 and UTP’s basis in the LTP inter-
est must be reduced to $10,500,000. In addi-
tion, UTP’s partners must reduce their bases 
in their UTP interests by their proportionate 
shares of the § 1.752–7 liability reduction. 
Thus, the basis of each of B’s and D’s inter-
est in UTP must be reduced by $375,000 and 
the basis of C’s interest in UTP must be re-
duced by $750,000. In 2011, D sells the UTP in-
terest to F. 
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(iv) Deduction, expense, or loss associated 
with the § 1.752–7 liability by LTP. In 2012, LTP 
pays $3,500,000 to satisfy the § 1.752–7 liabil-
ity. Under paragraphs (e) and (j)(4) of this 
section, LTP is not entitled to any deduction 
with respect to the § 1.752–7 liability. Under 
paragraph (j)(3) of this section, UTP also is 
not entitled to any deduction with respect to 
the § 1.752–7 liability. If LTP notifies A, B, C 
and D of the satisfaction of the § 1.752–7 li-
ability, then A is entitled to a deduction in 
2012 of $2,000,000, B and D are each entitled to 
deductions in 2012 of $375,000, and C is enti-
tled to a deduction in 2012 of $750,000. 

(k) Effective dates—(1) In general. This 
section applies to § 1.752–7 liability 
transfers occurring on or after June 24, 
2003. For assumptions occurring after 
October 18, 1999, and before June 24, 
2003, see § 1.752–6. For § 1.752–7 liability 
transfers occurring on or after June 24, 
2003 and before May 26, 2005, taxpayers 
may rely on the exception for trading 
and investment partnerships in para-
graph (b)(8)(ii) of § 1.752.7 (2003–28 I.R.B. 
46; 68 FR 37434). 

(2) Election to apply this section to as-
sumptions of liabilities occurring after Oc-
tober 18, 1999 and before June 24, 2003—(i) 
In general. A partnership may elect to 
apply this section to all assumptions of 

liabilities (including § 1.752–7 liabil-
ities) occurring after October 18, 1999, 
and before June 24, 2003. Such an elec-
tion is binding on the partnership and 
all of its partners. A partnership mak-
ing such an election must apply all of 
the provisions of § 1.752–1 and § 1.752–7, 
including § 1.358–5T, § 1.358–7, § 1.704– 
1(b)(1)(ii) and (b)(2)(iv)(b), § 1.704–2(b)(3), 
§ 1.704–3(a)(7), (a)(8)(iv), and (a)(12), 
§ 1.704–4(d)(1)(iv), § 1.705–1(a)(8), § 1.732– 
2(d)(3)(iv), and § 1.737–5. 

(ii) Manner of making election. A part-
nership makes an election under this 
paragraph (k)(2) by attaching the fol-
lowing statement to its timely filed re-
turn: [Insert name and employer iden-
tification number of electing partner-
ship] elects under § 1.752–7 of the In-
come Tax Regulations to be subject to 
the rules of § 1.358–5T, § 1.358–7, § 1.704– 
1(b)(1)(ii) and (b)(2)(iv)(b), § 1.704–2(b)(3), 
§ 1.704–3(a)(7), (a)(8)(iv), and (a)(12), 
§ 1.704–4(d)(1)(iv), § 1.705–1(a)(8), § 1.732– 
2(d)(3)(iv), and § 1.737–5 with respect to 
all liabilities (including § 1.752–7 liabil-
ities) assumed by the partnership after 
October 18, 1999 and before June 24, 
2003. In the statement, the partnership 
must list, with respect to each liability 
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(including each § 1.752–7 liability) as-
sumed by the partnership after October 
18, 1999 and before June 24, 2003— 

(A) The name, address, and taxpayer 
identification number of the partner 
from whom the liability was assumed; 

(B) The date on which the liability 
was assumed by the partnership; 

(C) The amount of the liability as of 
the time of its assumption; and 

(D) A description of the liability. 
(iii) Filing of amended returns. An 

election under this paragraph (k)(2) 
will be valid only if the partnership 
and its partners promptly amend any 
returns for open taxable years that 
would be affected by the election. 

(iv) Time for making election. An elec-
tion under this paragraph (k)(2) must 
be filed with any timely filed Federal 
income tax return filed by the partner-
ship on or after September 24, 2003 and 
on or before December 31, 2005. 

[T.D. 9207, 70 FR 30344, May 26, 2005; 70 FR 
39654, July 11, 2005] 

§ 1.753–1 Partner receiving income in 
respect of decedent. 

(a) Income in respect of a decedent 
under section 736(a). All payments com-
ing within the provisions of section 
736(a) made by a partnership to the es-
tate or other successor in interest of a 
deceased partner are considered income 
in respect of the decedent under sec-
tion 691. The estate or other successor 
in interest of a deceased partner shall 
be considered to have received income 
in respect of a decedent to the extent 
that amounts are paid by a third per-
son in exchange for rights to future 
payments from the partnership under 
section 736(a). When a partner who is 
receiving payments under section 
736(a) dies, section 753 applies to any 
remaining payments under section 
736(a) made to his estate or other suc-
cessor in interest. 

(b) Other income in respect of a dece-
dent. When a partner dies, the entire 
portion of the distributive share which 
is attributable to the period ending 
with the date of his death and which is 
taxable to his estate or other successor 
constitutes income in respect of a dece-
dent under section 691. This rule ap-
plies even though that part of the dis-
tributive share for the period before 
death which the decedent withdrew is 

not included in the value of the dece-
dent’s partnership interest for estate 
tax purposes. See paragraph (c) (3) of 
§ 1.706–1. 

(c) Example. The provisions of this 
section may be illustrated by the fol-
lowing example: 

Example. A and the decedent B were equal 
partners in a business having assets (other 
than money) worth $40,000 with an adjusted 
basis of $10,000. Certain partnership business 
was well advanced towards completion be-
fore B’s death and, after B’s death but before 
the end of the partnership year, payment of 
$10,000 was made to the partnership for such 
work. The partnership agreement provided 
that, upon the death of one of the partners, 
all partnership property, including unfin-
ished work, would pass to the surviving part-
ner, and that the surviving partner would 
pay the estate of the decedent the undrawn 
balance of his share of partnership earnings 
to the date of death, plus $10,000 in each of 
the three years after death. B’s share of 
earnings to the date of his death was $4,000, 
of which he had withdrawn $3,000. B’s dis-
tributive share of partnership income of 
$4,000 to the date of his death is income in 
respect of a decedent (although only the 
$1,000 undrawn at B’s death will be reflected 
in the value of B’s partnership interest on 
B’s estate tax return). Assume that the value 
of B’s interest in partnership property at the 
date of his death was $22,000, composed of the 
following items: B’s one-half share of the as-
sets of $40,000, plus $2,000, B’s interest in 
partnership cash. It should be noted that B’s 
$1,000 undrawn share of earnings to the date 
of his death is not a separate item but will 
be paid from partnership assets. Under the 
partnership agreement, A is to pay B’s estate 
a total of $31,000. The difference of $9,000 be-
tween the amount to be paid by A ($31,000) 
and the value of B’s interest in partnership 
property ($22,000) comes within section 736(a) 
and, thus, also constitutes income in respect 
of a decedent. (However, the $17,000 dif-
ference between the $5,000 basis for B’s share 
of the partnership property and its $22,000 
value at the date of his death does not con-
stitute income in respect of a decedent.) If, 
before the close of the partnership taxable 
year, A pays B’s estate $11,000, of which they 
agree to allocate $3,000 as the payment under 
section 736(a), B’s estate will include $7,000 in 
its gross income (B’s $4,000 distributive share 
plus $3,000 payment under section 736(a)). In 
computing the deduction under section 
691(c), this $7,000 will be considered as the 
value for estate tax purposes of such income 
in respect of a decedent, even though only 
$4,000 ($1,000 of distributive share not with-
drawn, plus $3,000, payment under section 
736(a)) of this amount can be identified on 
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the estate tax return as part of the partner-
ship interest. 

(d) Effective date. The provisions of 
section 753 apply only in the case of 
payments made with respect to dece-
dents whose death occurred after De-
cember 31, 1954. See section 771(b)(4) 
and paragraph (b)(4) of § 1.771–1. 

§ 1.754–1 Time and manner of making 
election to adjust basis of partner-
ship property. 

(a) In general. A partnership may ad-
just the basis of partnership property 
under sections 734(b) and 743(b) if it 
files an election in accordance with the 
rules set forth in paragraph (b) of this 
section. An election may not be filed to 
make the adjustments provided in ei-
ther section 734(b) or section 743(b) 
alone, but such an election must apply 
to both sections. An election made 
under the provisions of this section 
shall apply to all property distribu-
tions and transfers of partnership in-
terests taking place in the partnership 
taxable year for which the election is 
made and in all subsequent partnership 
taxable years unless the election is re-
voked pursuant to paragraph (c) of this 
section. 

(b) Time and method of making election. 
(1) An election under section 754 and 
this section to adjust the basis of part-
nership property under sections 734(b) 
and 743(b), with respect to a distribu-
tion of property to a partner or a trans-
fer of an interest in a partnership, shall 
be made in a written statement filed 
with the partnership return for the 
taxable year during which the distribu-
tion or transfer occurs. For the elec-
tion to be valid, the return must be 
filed not later than the time prescribed 
by paragraph (e) of § 1.6031–1 (including 
extensions thereof) for filing the return 
for such taxable year (or before August 
23, 1956, whichever is later). Notwith-
standing the preceding two sentences, 
if a valid election has been made under 
section 754 and this section for a pre-
ceding taxable year and not revoked 
pursuant to paragraph (c) of this sec-
tion, a new election is not required to 
be made. The statement required by 
this subparagraph shall (i) set forth the 
name and address of the partnership 
making the election, (ii) be signed by 
any one of the partners, and (iii) con-

tain a declaration that the partnership 
elects under section 754 to apply the 
provisions of section 734(b) and section 
743(b). For rules regarding extensions 
of time for filing elections, see § 1.9100– 
1. 

(2) The principles of this paragraph 
may be illustrated by the following ex-
ample: 

Example. A, a U.S. citizen, is a member of 
partnership ABC, which has not previously 
made an election under section 754 to adjust 
the basis of partnership property. The part-
nership and the partners use the calendar 
year as the taxable year. A sells his interest 
in the partnership to D on January 1, 1971. 
The partnership may elect under section 754 
and this section to adjust the basis of part-
nership property under sections 734(b) and 
743(b). Unless an extension of time to make 
the election is obtained under the provisions 
of § 1.9100–1, the election must be made in a 
written statement filed with the partnership 
return for 1971 and must contain the infor-
mation specified in subparagraph (1) of this 
paragraph. Such return must be filed by 
April 17, 1972 (unless an extension of time for 
filing the return is obtained). The election 
will apply to all distributions of property to 
a partner and transfers of an interest in the 
partnership occurring in 1971 and subsequent 
years, unless revoked pursuant to paragraph 
(c) of this section. 

(c) Revocation of election—(1) In gen-
eral. A partnership having an election 
in effect under this section may revoke 
such election with the approval of the 
district director for the internal rev-
enue district in which the partnership 
return is required to be filed. A part-
nership which wishes to revoke such an 
election shall file with the district di-
rector for the internal revenue district 
in which the partnership return is re-
quired to be filed an application set-
ting forth the grounds on which the 
revocation is desired. The application 
shall be filed not later than 30 days 
after the close of the partnership tax-
able year with respect to which revoca-
tion is intended to take effect and shall 
be signed by any one of the partners. 
Examples of situations which may be 
considered sufficient reason for approv-
ing an application for revocation in-
clude a change in the nature of the 
partnership business, a substantial in-
crease in the assets of the partnership, 
a change in the character of partner-
ship assets, or an increased frequency 
of retirements or shifts of partnership 
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interests, so that an increased adminis-
trative burden would result to the 
partnership from the election. How-
ever, no application for revocation of 
an election shall be approved when the 
purpose of the revocation is primarily 
to avoid stepping down the basis of 
partnership assets upon a transfer or 
distribution. 

(2) Revocations effective on December 
15, 1999. Notwithstanding paragraph 
(c)(1) of this section, any partnership 
having an election in effect under this 
section for its taxable year that in-
cludes December 15, 1999, may revoke 
such election effective for transfers or 
distributions occurring on or after De-
cember 15, 1999, by attaching a state-
ment to the partnership’s return for 
such year. For the revocation to be 
valid, the statement must be filed not 
later than the time prescribed by 
§ 1.6031(a)-1(e) (including extensions 
thereof) for filing the return for such 
taxable year, and must set forth the 
name and address of the partnership re-
voking the election, be signed by any 
one of the partners who is authorized 
to sign the partnership’s federal in-
come tax return, and contain a declara-
tion that the partnership revokes its 
election under section 754 to apply the 
provisions of section 734(b) and 743(b). 
In addition, the following statement 
must be prominently displayed in cap-
ital letters on the first page of the 
partnership’s return for such year: 
‘‘RETURN FILED PURSUANT TO 
§ 1.754–1(c)(2).’’ 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, as 
amended by T.D. 7208, 37 FR 20686, Oct. 3, 
1972; T.D. 8847, 64 FR 69916, Dec. 15, 1999; 65 
FR 9220, Feb. 24, 2000] 

§ 1.755–1 Rules for allocation of basis. 
(a) In general—(1) Scope. This section 

provides rules for allocating basis ad-
justments under sections 743(b) and 
734(b) among partnership property. If 
there is a basis adjustment to which 
this section applies, the basis adjust-
ment is allocated among the partner-
ship’s assets as follows. First, the part-
nership must determine the value of 
each of its assets under paragraphs 
(a)(2) through (5) of this section. Sec-
ond, the basis adjustment is allocated 
between the two classes of property de-
scribed in section 755(b). These classes 

of property consist of capital assets 
and section 1231(b) property (capital 
gain property), and any other property 
of the partnership (ordinary income 
property). For purposes of this section, 
properties and potential gain treated 
as unrealized receivables under section 
751(c) and the regulations thereunder 
shall be treated as separate assets that 
are ordinary income property. Third, 
the portion of the basis adjustment al-
located to each class is allocated 
among the items within the class. 
Basis adjustments under section 743(b) 
are allocated among partnership assets 
under paragraph (b) of this section. 
Basis adjustments under section 734(b) 
are allocated among partnership assets 
under paragraph (c) of this section. 

(2) Coordination of sections 755 and 
1060. If there is a basis adjustment to 
which this section applies, and the as-
sets of the partnership constitute a 
trade or business (as described in 
§ 1.1060–1(b)(2)), then the partnership is 
required to use the residual method to 
assign values to the partnership’s sec-
tion 197 intangibles. To do so, the part-
nership must, first, determine the 
value of partnership assets other than 
section 197 intangibles under paragraph 
(a)(3) of this section. The partnership 
then must determine partnership gross 
value under paragraph (a)(4) of this sec-
tion. Last, the partnership must assign 
values to the partnership’s section 197 
intangibles under paragraph (a)(5) of 
this section. For purposes of this sec-
tion, the term section 197 intangibles in-
cludes all section 197 intangibles (as 
defined in section 197), as well as any 
goodwill or going concern value that 
would not qualify as a section 197 in-
tangible under section 197. 

(3) Values of properties other than sec-
tion 197 intangibles. For purposes of this 
section, the fair market value of each 
item of partnership property other 
than section 197 intangibles shall be de-
termined on the basis of all the facts 
and circumstances, taking into ac-
count section 7701(g). 

(4) Partnership gross value—(i) Basis 
adjustments under section 743(b)—(A) In 
general. Except as provided in para-
graph (a)(4)(ii) of this section, in the 
case of a basis adjustment under sec-
tion 743(b), partnership gross value 
generally is equal to the amount that, 
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if assigned to all partnership property, 
would result in a liquidating distribu-
tion to the partner equal to the trans-
feree’s basis in the transferred partner-
ship interest immediately following 
the relevant transfer (reduced by the 
amount, if any, of such basis that is at-
tributable to partnership liabilities). 

(B) Special situations. In certain cir-
cumstances, such as where income or 
loss with respect to particular section 
197 intangibles are allocated differently 
among partners, partnership gross 
value may vary depending on the val-
ues of particular section 197 intangibles 
held by the partnership. In these spe-
cial situations, the partnership must 
assign value, first, among section 197 
intangibles (other than goodwill and 
going concern value) in a reasonable 
manner that is consistent with the or-
dering rule in paragraph (a)(5) of this 
section and would cause the appro-
priate liquidating distribution under 
paragraph (a)(4)(i)(A) of this section. If 
the actual fair market values, deter-
mined on the basis of all the facts and 
circumstances, of all section 197 intan-
gibles (other than goodwill and going 
concern value) is not sufficient to 
cause the appropriate liquidating dis-
tribution, then the fair market value of 
goodwill and going concern value shall 
be presumed to equal an amount that if 
assigned to goodwill and going concern 
value would cause the appropriate liq-
uidating distribution. 

(C) Income in respect of a decedent. 
Solely for the purpose of determining 
partnership gross value under this 
paragraph (a)(4)(i), where a partnership 
interest is transferred as a result of the 
death of a partner, the transferee’s 
basis in its partnership interest is de-
termined without regard to section 
1014(c), and is deemed to be adjusted for 
that portion of the interest, if any, 
that is attributable to items rep-
resenting income in respect of a dece-
dent under section 691. 

(ii) Basis adjustments under section 
743(b) resulting from substituted basis 
transactions. This paragraph (a)(4)(ii) 
applies to basis adjustments under sec-
tion 743(b) that result from exchanges 
in which the transferee’s basis in the 
partnership interest is determined in 
whole or in part by reference to the 
transferor’s basis in the interest or to 

the basis of other property held at any 
time by the transferee (substituted 
basis transactions). In the case of a 
substituted basis transaction, partner-
ship gross value equals the value of the 
entire partnership as a going concern, 
increased by the amount of partnership 
liabilities at the time of the exchange 
giving rise to the basis adjustment. 

(iii) Basis adjustments under section 
734(b). In the case of a basis adjustment 
under section 734(b), partnership gross 
value equals the value of the entire 
partnership as a going concern imme-
diately following the distribution caus-
ing the adjustment, increased by the 
amount of partnership liabilities im-
mediately following the distribution. 

(5) Determining the values of section 197 
intangibles—(i) Two classes. If the aggre-
gate value of partnership property 
other than section 197 intangibles (as 
determined in paragraph (a)(3) of this 
section) is equal to or greater than 
partnership gross value (as determined 
in paragraph (a)(4) of this section), 
then all section 197 intangibles are 
deemed to have a value of zero for pur-
poses of this section. In all other cases, 
the aggregate value of the partner-
ship’s section 197 intangibles (the resid-
ual section 197 intangibles value) is 
deemed to equal the excess of partner-
ship gross value over the aggregate 
value of partnership property other 
than section 197 intangibles. The resid-
ual section 197 intangibles value must 
be allocated between two asset classes 
in the following order— 

(A) Among section 197 intangibles 
other than goodwill and going concern 
value; and 

(B) To goodwill and going concern 
value. 

(ii) Values assigned to section 197 in-
tangibles other than goodwill and going 
concern value. The fair market value 
assigned to a section 197 intangible 
(other than goodwill and going concern 
value) shall not exceed the actual fair 
market value (determined on the basis 
of all the facts and circumstances) of 
that asset on the date of the relevant 
transfer. If the residual section 197 in-
tangibles value is less than the sum of 
the actual fair market values (deter-
mined on the basis of all the facts and 
circumstances) of all section 197 intan-
gibles (other than goodwill and going 
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concern value) held by the partnership, 
then the residual section 197 intangi-
bles value must be allocated among the 
individual section 197 intangibles 
(other than goodwill and going concern 
value) as follows. The residual section 
197 intangibles value is assigned first 
to any section 197 intangibles (other 
than goodwill and going concern value) 
having potential gain that would be 
treated as unrealized receivables under 
the flush language of section 751(c) 
(flush language receivables) to the ex-
tent of the basis of those section 197 in-
tangibles and the amount of income 
arising from the flush language receiv-
ables that the partnership would recog-
nize if the section 197 intangibles were 
sold for their actual fair market values 
(determined based on all the facts and 
circumstances) (collectively, the flush 
language receivables value). If the 
value assigned to section 197 intangi-
bles (other than goodwill and going 
concern value) is less than the flush 
language receivables value, then the 
assigned value is allocated among the 
properties giving rise to the flush lan-
guage receivables in proportion to the 
flush language receivables value in 
those properties. Any remaining resid-
ual section 197 intangibles value is al-
located among the remaining portions 
of the section 197 intangibles (other 
than goodwill and going concern value) 
in proportion to the actual fair market 
values of such portions (determined 
based on all the facts and cir-
cumstances). 

(iii) Value assigned to goodwill and 
going concern value. The fair market 
value of goodwill and going concern 
value is the amount, if any, by which 
the residual section 197 intangibles 
value exceeds the aggregate value of 
the partnership’s section 197 intangi-
bles (other than goodwill and going 
concern value). 

(6) Examples. The provisions of para-
graphs (a)(2) through (5) are illustrated 
by the following examples, which as-
sume that the partnerships have an 
election in effect under section 754 at 
the time of the transfer and that the 
assets of each partnership constitute a 
trade or business (as described in 
§ 1.1060–1(b)(2)). Except as provided, no 
partnership asset (other than inven-
tory) is property described in section 

751(a), and partnership liabilities are 
secured by all partnership assets. The 
examples are as follows: 

Example 1. (i) A is the sole general partner 
in PRS, a limited partnership having three 
equal partners. PRS has goodwill and going 
concern value, two section 197 intangibles 
other than goodwill and going concern value 
(Intangible 1 and Intangible 2), and two other 
assets with fair market values (determined 
using all the facts and circumstances) as fol-
lows: inventory worth $1,000,000 and a build-
ing (a capital asset) worth $2,000,000. The fair 
market value of each of Intangible 1 and In-
tangible 2 is $50,000. PRS has one liability of 
$1,000,000, for which A bears the entire risk of 
loss under section 752 and the regulations 
thereunder. D purchases A’s partnership in-
terest for $650,000, resulting in a basis adjust-
ment under section 743(b). After the pur-
chase, D bears the entire risk of loss for 
PRS’s liability under section 752 and the reg-
ulations thereunder. Therefore, D’s basis in 
its interest in PRS is $1,650,000. 

(ii) D’s basis in the transferred partnership 
interest (reduced by the amount of such 
basis that is attributable to partnership li-
abilities) is $650,000 ($1,650,000—$1,000,000). 
Under paragraph (a)(4)(i) of this section, 
partnership gross value is $2,950,000 (the 
amount that, if assigned to all partnership 
property, would result in a liquidating dis-
tribution to D equal to $650,000). 

(iii) Under paragraph (a)(3) of this section, 
the inventory has a fair market value of 
$1,000,000, and the building has a fair market 
value of $2,000,000. Thus, the aggregate value 
of partnership property other than section 
197 intangibles, $3,000,000, is equal to or 
greater than partnership gross value, 
$2,950,000. Accordingly, under paragraphs 
(a)(3) and (5) of this section, the value as-
signed to each of the partnership’s assets is 
as follows: inventory, $1,000,000; building, 
$2,000,000; Intangibles 1 and 2, $0; and good-
will and going concern value, $0. D’s section 
743(b) adjustment must be allocated under 
paragraph (b) of this section using these as-
signed fair market values. 

Example 2. (i) Assume the same facts as in 
Example 1, except that the fair market values 
of Intangible 1 and Intangible 2 are each 
$300,000, and that D purchases A’s interest in 
PRS for $1,000,000. After the purchase, D’s 
basis in its interest in PRS is $2,000,000. 

(ii) D’s basis in the transferred partnership 
interest (reduced by the amount of such 
basis that is attributable to partnership li-
abilities) is $1,000,000 ($2,000,000—$1,000,000). 
Under paragraph (a)(4)(i) of this section, 
partnership gross value is $4,000,000 (the 
amount that, if assigned to all partnership 
property, would result in a liquidating dis-
tribution to D equal to $1,000,000). 

(iii) Under paragraph (a)(5) of this section, 
the residual section 197 intangibles value is 
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$1,000,000 (the excess of partnership gross 
value, $4,000,000, over the aggregate value of 
assets other than section 197 intangibles, 
$3,000,000 (the sum of the value of the inven-
tory, $1,000,000, and the value of the building, 
$2,000,000)). The partnership must determine 
the values of section 197 assets by allocating 
the residual section 197 intangibles value 
among the partnership’s assets. The residual 
section 197 intangibles value is assigned first 
to section 197 intangibles other than good-
will and going concern value, and then to 
goodwill and going concern value. Thus, 
$300,000 is assigned to each of Intangible 1 
and Intangible 2, and $400,000 is assigned to 
goodwill and going concern value (the 
amount by which the residual section 197 in-
tangibles value, $1,000,000, exceeds the fair 
market value of section 197 intangibles other 
than goodwill and going concern value, 
$600,000). D’s section 743(b) adjustment must 
be allocated under paragraph (b) of this sec-
tion using these assigned fair market values. 

Example 3. (i) Assume the same facts as in 
Example 1, except that the fair market values 
of Intangible 1 and Intangible 2 are each 
$300,000, and that D purchases A’s interest in 
PRS for $750,000. After the purchase, D’s 
basis in its interest in PRS is $1,750,000. Also 
assume that Intangible 1 was originally pur-
chased for $300,000, and that its adjusted 
basis has been decreased to $50,000 as a result 
of amortization. Assume that, if PRS were to 
sell Intangible 1 for $300,000, it would recog-
nize $250,000 of gain that would be treated as 
an unrealized receivable under the flush lan-
guage in section 751(c). 

(ii) D’s basis in the transferred partnership 
interest (reduced by the amount of such 
basis that is attributable to partnership li-
abilities) is $750,000 ($1,750,000—$1,000,000). 
Under paragraph (a)(4)(i) of this section, 
partnership gross value is $3,250,000 (the 
amount that, if assigned to all partnership 
property, would result in a liquidating dis-
tribution to D equal to $750,000). 

(iii) Under paragraph (a)(5) of this section, 
the residual section 197 intangibles value is 
$250,000 (the amount by which partnership 
gross value, $3,250,000, exceeds the aggregate 
value of partnership property other than sec-
tion 197 intangibles, $3,000,000). Intangible 1 
has potential gain that would be treated as 
unrealized receivables under the flush lan-
guage of section 751(c). The flush language 
receivables value in Intangible 1 is $300,000 
(the sum of PRS’s basis in Intangible 1, 
$50,000, and the amount of ordinary income, 
$250,000, that the partnership would recog-
nize if Intangible 1 were sold for its actual 
fair market value). Because the residual sec-
tion 197 intangibles value, $250,000, is less 
than the flush language receivables value of 
Intangible 1, Intangible 1 is assigned a value 
of $250,000, and Intangible 2 and goodwill and 
going concern value are assigned a value of 
zero. D’s section 743(b) adjustment must be 

allocated under paragraph (b) of this section 
using these assigned fair market values. 

Example 4. Assume the same facts as in Ex-
ample 1, except that the fair market values of 
Intangible 1 and Intangible 2 are each 
$300,000, and that A does not sell its interest 
in PRS. Instead, A contributes its interest in 
PRS to E, a newly formed corporation whol-
ly-owned by A, in a transaction described in 
section 351. Assume that the contribution re-
sults in a basis adjustment under section 
743(b) (other than zero). PRS determines that 
its value as a going concern immediately fol-
lowing the contribution is $3,000,000. Under 
paragraph (a)(4)(ii) of this section, partner-
ship gross value is $4,000,000 (the value of 
PRS as a going concern, $3,000,000, increased 
by the partnership’s liability, $1,000,000, im-
mediately after the contribution). Under 
paragraph (a)(5) of this section, the residual 
section 197 intangibles value is $1,000,000 (the 
amount by which partnership gross value, 
$4,000,000, exceeds the aggregate value of 
partnership property other than section 197 
intangibles, $3,000,000). Of the residual sec-
tion 197 intangibles value, $300,000 is assigned 
to each of Intangible 1 and Intangible 2, and 
$400,000 is assigned to goodwill and going 
concern value (the amount by which the re-
sidual section 197 intangibles value, 
$1,000,000, exceeds the fair market value of 
section 197 intangibles other than goodwill 
and going concern value, $600,000). E’s sec-
tion 743(b) adjustment must be allocated 
under paragraph (b)(5) of this section using 
these assigned fair market values. 

Example 5. G is the sole general partner in 
PRS, a limited partnership having three 
equal partners (G, H, and I). PRS has good-
will and going concern value, two section 197 
intangibles other than goodwill and going 
concern value (Intangible 1 and Intangible 2), 
and two capital assets with fair market val-
ues (determined using all the facts and cir-
cumstances) as follows: Vacant land worth 
$1,000,000, and a building worth $2,000,000. The 
fair market value of each of Intangible 1 and 
Intangible 2 is $300,000. PRS has one liability 
of $1,000,000, for which G bears the entire risk 
of loss under section 752 and the regulations 
thereunder. PRS distributes the land to H in 
liquidation of H’s interest in PRS. Imme-
diately prior to the distribution, PRS’s basis 
in the land is $800,000, and H’s basis in its in-
terest in PRS is $750,000. The distribution 
causes the partnership to increase the basis 
of its remaining property by $50,000 under 
section 734(b)(1)(B). PRS determines that its 
value as a going concern immediately fol-
lowing the distribution is $2,000,000. Under 
paragraph (a)(4)(iii) of this section, partner-
ship gross value is $3,000,000 (the value of 
PRS as a going concern, $2,000,000, increased 
by the partnership’s liability, $1,000,000, im-
mediately after the distribution). Under 
paragraph (a)(5) of this section, the residual 
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section 197 intangibles value of PRS’s sec-
tion 197 intangibles is $1,000,000 (the amount 
by which partnership gross value, $3,000,000, 
exceeds the aggregate value of partnership 
property other than section 197 intangibles, 
$2,000,000). Of the residual section 197 intan-
gibles value, $300,000 is assigned to each of 
Intangible 1 and Intangible 2, and $400,000 is 
assigned to goodwill and going concern value 
(the amount by which the residual section 
197 intangibles value, $1,000,000, exceeds the 
fair market value of section 197 intangibles 
other than goodwill and going concern value, 
$600,000). PRS’s section 734(b) adjustment 
must be allocated under paragraph (c) of this 
section using these assigned fair market val-
ues. 

(b) Adjustments under section 743(b)— 
(1) Generally. (i) Application. For basis 
adjustments under section 743(b) re-
sulting from substituted basis trans-
actions, paragraph (b)(5) of this section 
shall apply. For basis adjustments 
under section 743(b) resulting from all 
other transfers, paragraphs (b)(2) 
through (4) of this section shall apply. 
Except as provided in paragraph (b)(5) 
of this section, the portion of the basis 
adjustment allocated to one class of 
property may be an increase while the 
portion allocated to the other class is a 
decrease. This would be the case even 
though the total amount of the basis 
adjustment is zero. Except as provided 
in paragraph (b)(5) of this section, the 
portion of the basis adjustment allo-
cated to one item of property within a 
class may be an increase while the por-
tion allocated to another is a decrease. 
This would be the case even though the 
basis adjustment allocated to the class 
is zero. 

(ii) Hypothetical transaction. For pur-
poses of paragraphs (b)(2) through (b)(4) 
of this section, the allocation of the 
basis adjustment under section 743(b) 
between the classes of property and 
among the items of property within 
each class are made based on the allo-
cations of income, gain, or loss (includ-
ing remedial allocations under § 1.704– 
3(d)) that the transferee partner would 
receive (to the extent attributable to 
the acquired partnership interest) if, 
immediately after the transfer of the 
partnership interest, all of the partner-
ship’s property were disposed of in a 
fully taxable transaction for cash in an 
amount equal to the fair market value 
of such property (the hypothetical 
transaction). See § 1.460–4(k)(3)(v)(B) for 

a rule relating to the computation of 
income or loss that would be allocated 
to the transferee from a contract ac-
counted for under a long-term contract 
method of accounting as a result of the 
hypothetical transaction. 

(2) Allocations between classes of prop-
erty—(i) In general. The amount of the 
basis adjustment allocated to the class 
of ordinary income property is equal to 
the total amount of income, gain, or 
loss (including any remedial alloca-
tions under § 1.704–3(d)) that would be 
allocated to the transferee (to the ex-
tent attributable to the acquired part-
nership interest) from the sale of all 
ordinary income property in the hypo-
thetical transaction. The amount of 
the basis adjustment to capital gain 
property is equal to— 

(A) The total amount of the basis ad-
justment under section 743(b); less 

(B) The amount of the basis adjust-
ment allocated to ordinary income 
property under the preceding sentence; 
provided, however, that in no event 
may the amount of any decrease in 
basis allocated to capital gain property 
exceed the partnership’s basis (or in 
the case of property subject to the re-
medial allocation method, the trans-
feree’s share of any remedial loss under 
§ 1.704–3(d) from the hypothetical trans-
action) in capital gain property. In the 
event that a decrease in basis allocated 
to capital gain property would other-
wise exceed the partnership’s basis in 
capital gain property, the excess must 
be applied to reduce the basis of ordi-
nary income property. 

(ii) Examples. The provisions of this 
paragraph (b)(2) are illustrated by the 
following examples: 

Example 1. (i) A and B form equal partner-
ship PRS. A contributes $50,000 and Asset 1, 
a nondepreciable capital asset with a fair 
market value of $50,000 and an adjusted tax 
basis of $25,000. B contributes $100,000. PRS 
uses the cash to purchase Assets 2, 3, and 4. 
After a year, A sells its interest in PRS to T 
for $120,000. At the time of the transfer, A’s 
share of the partnership’s basis in partner-
ship assets is $75,000. Therefore, T receives a 
$45,000 basis adjustment. 

(ii) Immediately after the transfer of the 
partnership interest to T, the adjusted basis 
and fair market value of PRS’s assets are as 
follows: 
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Assets 

Adjusted 
basis 

Fair market 
value 

Capital Gain Property: 
Asset 1 ............................ $25,000 $75,000 
Asset 2 ............................ 100,000 117,500 

Ordinary Income Property: 
Asset 3 ............................ 40,000 45,000 
Asset 4 ............................ 10,000 2,500 

Total ......................... 175,000 240,000 

(iii) If PRS sold all of its assets in a fully 
taxable transaction at fair market value im-
mediately after the transfer of the partner-
ship interest to T, the total amount of cap-
ital gain that would be allocated to T is 
equal to $46,250 ($25,000 section 704(c) built-in 
gain from Asset 1, plus fifty percent of the 
$42,500 appreciation in capital gain property). 
T would also be allocated a $1,250 ordinary 
loss from the sale of the ordinary income 
property. 

(iv) The amount of the basis adjustment 
that is allocated to ordinary income prop-
erty is equal to ($1,250) (the amount of the 
loss allocated to T from the hypothetical 
sale of the ordinary income property). 

(v) The amount of the basis adjustment 
that is allocated to capital gain property is 
equal to $46,250 (the amount of the basis ad-
justment, $45,000, less ($1,250), the amount of 
loss allocated to T from the hypothetical 
sale of the ordinary income property). 

Example 2. (i) A and B form equal partner-
ship PRS. A and B each contribute $1,000 
cash which the partnership uses to purchase 
Assets 1, 2, 3, and 4. After a year, A sells its 
partnership interest to T for $1,000. T’s basis 
adjustment under section 743(b) is zero. 

(ii) Immediately after the transfer of the 
partnership interest to T, the adjusted basis 
and fair market value of PRS’s assets are as 
follows: 

Assets 

Adjusted 
basis 

Fair market 
value 

Capital Gain Property: 
Asset 1 ............................ $500 $750 
Asset 2 ............................ 500 500 

Ordinary Income Property: 
Asset 3 ............................ 500 250 
Asset 4 ............................ 500 500 

Total ......................... 2,000 2,000 

(iii) If, immediately after the transfer of 
the partnership interest to T, PRS sold all of 
its assets in a fully taxable transaction at 
fair market value, T would be allocated a 
loss of $125 from the sale of the ordinary in-
come property. Thus, the amount of the 
basis adjustment to ordinary income prop-
erty is ($125). The amount of the basis ad-
justment to capital gain property is $125 
(zero, the amount of the basis adjustment 

under section 743(b), less ($125), the amount 
of the basis adjustment allocated to ordinary 
income property). 

(3) Allocation within the class—(i) Ordi-
nary income property. The amount of 
the basis adjustment to each item of 
property within the class of ordinary 
income property is equal to— 

(A) The amount of income, gain, or 
loss (including any remedial alloca-
tions under § 1.704–3(d)) that would be 
allocated to the transferee (to the ex-
tent attributable to the acquired part-
nership interest) from the hypothetical 
sale of the item; reduced by 

(B) The product of— 
(1) Any decrease to the amount of the 

basis adjustment to ordinary income 
property required pursuant to the last 
sentence of paragraph (b)(2)(i) of this 
section; multiplied by 

(2) A fraction, the numerator of 
which is the fair market value of the 
item of property to the partnership and 
the denominator of which is the total 
fair market value of all of the partner-
ship’s items of ordinary income prop-
erty. 

(ii) Capital gain property. The amount 
of the basis adjustment to each item of 
property within the class of capital 
gain property is equal to— 

(A) The amount of income, gain, or 
loss (including any remedial alloca-
tions under § 1.704–3(d)) that would be 
allocated to the transferee (to the ex-
tent attributable to the acquired part-
nership interest) from the hypothetical 
sale of the item; minus 

(B) The product of— 
(1) The total amount of gain or loss 

(including any remedial allocations 
under § 1.704–3(d)) that would be allo-
cated to the transferee (to the extent 
attributable to the acquired partner-
ship interest) from the hypothetical 
sale of all items of capital gain prop-
erty, minus the amount of the positive 
basis adjustment to all items of capital 
gain property or plus the amount of 
the negative basis adjustment to cap-
ital gain property; multiplied by 

(2) A fraction, the numerator of 
which is the fair market value of the 
item of property to the partnership, 
and the denominator of which is the 
fair market value of all of the partner-
ship’s items of capital gain property. 
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(iii) Special rules—(A) Assets in which 
partner has no interest. An asset with 
respect to which the transferee partner 
has no interest in income, gain, losses, 
or deductions shall not be taken into 
account in applying paragraph 
(b)(3)(ii)(B) of this section. 

(B) Limitation in decrease of basis. In 
no event may the amount of any de-
crease in basis allocated to an item of 
capital gain property under paragraph 
(b)(3)(ii)(B) of this section exceed the 
partnership’s adjusted basis in that 
item (or in the case of property subject 
to the remedial allocation method, the 
transferee’s share of any remedial loss 
under § 1.704–3(d) from the hypothetical 
transaction). In the event that a de-
crease in basis allocated under para-
graph (b)(3)(ii)(B) of this section to an 
item of capital gain property would 
otherwise exceed the partnership’s ad-
justed basis in that item, the excess 
must be applied to reduce the remain-
ing basis, if any, of other capital gain 
assets pro rata in proportion to the 
bases of such assets (as adjusted under 
this paragraph (b)(3)). 

(iv) Examples. The provisions of this 
paragraph (b)(3) are illustrated by the 
following examples: 

Example 1. (i) Assume the same facts as Ex-
ample 1 in paragraph (b)(2)(ii) of this section. 
Of the $45,000 basis adjustment, $46,250 was 
allocated to capital gain property. The 
amount allocated to ordinary income prop-
erty was ($1,250). 

(ii) Asset 1 is a capital gain asset, and T 
would be allocated $37,500 from the sale of 
Asset 1 in the hypothetical transaction. 
Therefore, the amount of the adjustment to 
Asset 1 is $37,500. 

(iii) Asset 2 is a capital gain asset, and T 
would be allocated $8,750 from the sale of 
Asset 2 in the hypothetical transaction. 
Therefore, the amount of the adjustment to 
Asset 2 is $8,750. 

(iv) Asset 3 is ordinary income property, 
and T would be allocated $2,500 from the sale 
of Asset 3 in the hypothetical transaction. 
Therefore, the amount of the adjustment to 
Asset 3 is $2,500. 

(v) Asset 4 is ordinary income property, 
and T would be allocated ($3,750) from the 
sale of Asset 4 in the hypothetical trans-
action. Therefore, the amount of the adjust-
ment to Asset 4 is ($3,750). 

Example 2. (i) Assume the same facts as Ex-
ample 1 in paragraph (b)(2)(ii) of this section, 
except that A sold its interest in PRS to T 
for $110,000 rather than $120,000. T, therefore, 
receives a basis adjustment under section 

743(b) of $35,000. Of the $35,000 basis adjust-
ment, ($1,250) is allocated to ordinary income 
property, and $36,250 is allocated to capital 
gain property. 

(ii) Asset 3 is ordinary income property, 
and T would be allocated $2,500 from the sale 
of Asset 3 in the hypothetical transaction. 
Therefore, the amount of the adjustment to 
Asset 3 is $2,500. 

(iii) Asset 4 is ordinary income property, 
and T would be allocated ($3,750) from the 
sale of Asset 4 in the hypothetical trans-
action. Therefore, the amount of the adjust-
ment to Asset 4 is ($3,750). 

(iv) Asset 1 is a capital gain asset, and T 
would be allocated $37,500 from the sale of 
Asset 1 in the hypothetical transaction. 
Asset 2 is a capital gain asset, and T would 
be allocated $8,750 from the sale of Asset 2 in 
the hypothetical transaction. The total 
amount of gain that would be allocated to T 
from the sale of the capital gain assets in the 
hypothetical transaction is $46,250, which ex-
ceeds the amount of the basis adjustment al-
located to capital gain property by $10,000. 
The amount of the adjustment to Asset 1 is 
$33,604 ($37,500 minus $3,896 ($10,000×$75,000/ 
$192,500)). The amount of the basis adjust-
ment to Asset 2 is $2,646 ($8,750 minus $6,104 
($10,000×$117,500/$192,500)). 

(4) Income in respect of a decedent—(i) 
In general. Where a partnership interest 
is transferred as a result of the death 
of a partner, under section 1014(c) the 
transferee’s basis in its partnership in-
terest is not adjusted for that portion 
of the interest, if any, which is attrib-
utable to items representing income in 
respect of a decedent under section 691. 
See § 1.742–1. Accordingly, if a partner-
ship interest is transferred as a result 
of the death of a partner, and the part-
nership holds assets representing in-
come in respect of a decedent, no part 
of the basis adjustment under section 
743(b) is allocated to these assets. See 
§ 1.743–1(b). 

(ii) The provisions of this paragraph 
(b)(4) are illustrated by the following 
example: 

Example. (i) A and B are equal partners in 
personal service partnership PRS. In 2004, as 
a result of B’s death, B’s partnership interest 
is transferred to T when PRS’s balance sheet 
(reflecting a cash receipts and disbursements 
method of accounting) is as follows (based on 
all the facts and circumstances): 
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ASSETS 

Adjusted 
basis 

Fair 
market 
value 

Section 197 Intangible ....................... $2,000 $5,000 
Unrealized Receivables ..................... 0 15,000 

Total ...................... $2,000 $20,000 

Liabilities and Capital 

Adjusted 
per books 

Fair 
market 
value 

Capital: 
A .......................................... 1,000 10,000 
B .......................................... 1,000 10,000 

Total ...................... $2,000 $20,000 

(ii) None of the assets owned by PRS is sec-
tion 704(c) property, and the section 197 in-
tangible is not amortizable. The fair market 
value of T’s partnership interest on the ap-
plicable date of valuation set forth in section 
1014 is $10,000. Of this amount, $2,500 is at-
tributable to T’s 50% share of the partner-
ship’s section 197 intangible, and $7,500 is at-
tributable to T’s 50% share of the partner-
ship’s unrealized receivables. The partner-
ship’s unrealized receivables represent in-
come in respect of a decedent. Accordingly, 
under section 1014(c), T’s basis in its partner-
ship interest is not adjusted for that portion 
of the interest which is attributable to the 
unrealized receivables. Therefore, T’s basis 
in its partnership interest is $2,500. 

(iii) Under paragraph (a)(4)(i)(C) of this sec-
tion, solely for purposes of determining part-
nership gross value, T’s basis in its partner-
ship interest is deemed to be $10,000. Under 
paragraph (a)(4)(i) of this section, partner-
ship gross value is $20,000 (the amount that, 
if assigned to all partnership property, would 
result in a liquidating distribution to T 
equal to $10,000). 

(iv) Under paragraph (a)(5) of this section, 
the residual section 197 intangibles value is 
$5,000 (the excess of partnership gross value, 
$20,000, over the aggregate value of assets 
other than section 197 intangibles, $15,000). 
The residual section 197 intangibles value is 
assigned first to section 197 intangibles other 
than goodwill and going concern value, and 
then to goodwill and going concern value. 
Thus, $5,000 is assigned to the section 197 in-
tangible, and $0 is assigned to goodwill and 
going concern value. T’s section 743(b) ad-
justment must be allocated using these as-
signed fair market values. 

(v) At the time of the transfer, B’s share of 
the partnership’s basis in partnership assets 
is $1,000. Accordingly, T receives a $1,500 
basis adjustment under section 743(b). Under 
this paragraph (b)(4), the entire basis adjust-
ment is allocated to the partnership’s sec-
tion 197 intangible. 

(5) Substituted basis transactions—(i) 
In general. This paragraph (b)(5) applies 
to basis adjustments under section 
743(b) that result from exchanges in 
which the transferee’s basis in the 
partnership interest is determined in 
whole or in part by reference to the 
transferor’s basis in that interest. For 
exchanges on or after June 9, 2003, this 
paragraph (b)(5) also applies to basis 
adjustments under section 743(b) that 
result from exchanges in which the 
transferee’s basis in the partnership in-
terest is determined by reference to 
other property held at any time by the 
transferee. For example, this para-
graph (b)(5) applies if a partnership in-
terest is contributed to a corporation 
in a transaction to which section 351 
applies, if a partnership interest is con-
tributed to a partnership in a trans-
action to which section 721(a) applies, 
or if a partnership interest is distrib-
uted by a partnership in a transaction 
to which section 731(a) applies. 

(ii) Allocations between classes of prop-
erty. If the total amount of the basis 
adjustment under section 743(b) is zero, 
then no adjustment to the basis of 
partnership property will be made 
under this paragraph (b)(5). If there is 
an increase in basis to be allocated to 
partnership assets, such increase must 
be allocated to capital gain property or 
ordinary income property, respec-
tively, only if the total amount of gain 
or loss (including any remedial alloca-
tions under § 1.704–3(d)) that would be 
allocated to the transferee (to the ex-
tent attributable to the acquired part-
nership interest) from the hypothetical 
sale of all such property would result 
in a net gain or net income, as the case 
may be, to the transferee. Where, under 
the preceding sentence, an increase in 
basis may be allocated to both capital 
gain assets and ordinary income assets, 
the increase shall be allocated to each 
class in proportion to the net gain or 
net income, respectively, which would 
be allocated to the transferee from the 
sale of all assets in each class. If there 
is a decrease in basis to be allocated to 
partnership assets, such decrease must 
be allocated to capital gain property or 
ordinary income property, respec-
tively, only if the total amount of gain 
or loss (including any remedial alloca-
tions under § 1.704–3(d)) that would be 
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allocated to the transferee (to the ex-
tent attributable to the acquired part-
nership interest) from the hypothetical 
sale of all such property would result 
in a net loss to the transferee. Where, 
under the preceding sentence, a de-
crease in basis may be allocated to 
both capital gain assets and ordinary 
income assets, the decrease shall be al-
located to each class in proportion to 
the net loss which would be allocated 
to the transferee from the sale of all 
assets in each class. 

(iii) Allocations within the classes—(A) 
Increases. If there is an increase in 
basis to be allocated within a class, the 
increase must be allocated first to 
properties with unrealized appreciation 
in proportion to the transferee’s share 
of the respective amounts of unrealized 
appreciation before such increase (but 
only to the extent of the transferee’s 
share of each property’s unrealized ap-
preciation). Any remaining increase 
must be allocated among the properties 
within the class in proportion to the 
transferee’s share of the amount that 
would be realized by the partnership 
upon the hypothetical sale of each 
asset in the class. 

(B) Decreases. If there is a decrease in 
basis to be allocated within a class, the 
decrease must be allocated first to 
properties with unrealized depreciation 
in proportion to the transferee’s shares 
of the respective amounts of unrealized 
depreciation before such decrease (but 
only to the extent of the transferee’s 
share of each property’s unrealized de-
preciation). Any remaining decrease 
must be allocated among the properties 
within the class in proportion to the 
transferee’s shares of their adjusted 
bases (as adjusted under the preceding 
sentence). 

(C) Limitation in decrease of basis. 
Where, as the result of a transaction to 
which this paragraph (b)(5) applies, a 
decrease in basis must be allocated to 
capital gain assets, ordinary income 
assets, or both, and the amount of the 
decrease otherwise allocable to a par-
ticular class exceeds the transferee’s 
share of the adjusted basis to the part-
nership of all depreciated assets in that 
class, the transferee’s negative basis 
adjustment is limited to the trans-
feree’s share of the partnership’s ad-

justed basis in all depreciated assets in 
that class. 

(D) Carryover adjustment. Where a 
transferee’s negative basis adjustment 
under section 743(b) cannot be allo-
cated to any asset, because the adjust-
ment exceeds the transferee’s share of 
the adjusted basis to the partnership of 
all depreciated assets in a particular 
class, the adjustment is made when the 
partnership subsequently acquires 
property of a like character to which 
an adjustment can be made. 

(iv) Examples. The provisions of this 
paragraph (b)(5) are illustrated by the 
following examples: 

Example 1. A is a member of partnership 
LTP, which has made an election under sec-
tion 754. The three partners in LTP have 
equal interests in capital and profits. Solely 
in exchange for a partnership interest in 
UTP, A contributes its interest in LTP to 
UTP in a transaction described in section 
721. At the time of the transfer, A’s basis in 
its partnership interest ($5,000) equals its 
share of inside basis (also $5,000). Under sec-
tion 723, UTP’s basis in its interest in LTP is 
$5,000. LTP’s only two assets on the date of 
contribution are inventory with a basis of 
$5,000 and a fair market value of $7,500, and 
a nondepreciable capital asset with a basis of 
$10,000 and a fair market value of $7,500. The 
amount of the basis adjustment under sec-
tion 743(b) to partnership property is $0 
($5,000, UTP’s basis in its interest in LTP, 
minus $5,000, UTP’s share of LTP’s basis in 
partnership assets). Because UTP acquired 
its interest in LTP in a substituted basis 
transaction, and the total amount of the 
basis adjustment under section 743(b) is zero, 
UTP receives no special basis adjustments 
under section 743(b) with respect to the part-
nership property of LTP. 

Example 2. (i) A purchases a partnership in-
terest in LTP at a time when an election 
under section 754 is not in effect. The three 
partners in LTP have equal interests in cap-
ital and profits. During a later year for 
which LTP has an election under section 754 
in effect, and in a transaction that is unre-
lated to A’s purchase of the LTP interest, A 
contributes its interest in LTP to UTP in a 
transaction described in section 721 (solely in 
exchange for a partnership interest in UTP). 
At the time of the transfer, A’s adjusted 
basis in its interest in LTP is $20,433. Under 
section 721, A recognizes no gain or loss as a 
result of the contribution of its partnership 
interest to UTP. Under section 723, UTP’s 
basis in its partnership interest in LTP is 
$20,433. The balance sheet of LTP on the date 
of the contribution shows the following: 
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Assets 

Adjusted 
basis 

Fair market 
value 

Cash .......................................... $5,000 $5,000 
Accounts receivable .................. 10,000 10,000 
Inventory .................................... 20,000 21,000 
Nondepreciable capital asset .... 20,000 40,000 

Total ................................... 55,000 76,000 

Liabilities and Capital 

Adjusted 
per books 

Fair market 
value 

Liabilities .................................... $10,000 $10,000 
Capital: 

A ......................................... 15,000 22,000 
B ......................................... 15,000 22,000 
C ......................................... 15,000 22,000 

Total ............................ 55,000 76,000 

(ii) The amount of the basis adjustment 
under section 743(b) is the difference between 
the basis of UTP’s interest in LTP and UTP’s 
share of the adjusted basis to LTP of part-
nership property. UTP’s interest in the pre-
viously taxed capital of LTP is $15,000 
($22,000, the amount of cash UTP would re-
ceive if LTP liquidated immediately after 
the hypothetical transaction, decreased by 
$7,000, the amount of tax gain allocated to 
UTP from the hypothetical transaction). 
UTP’s share of the adjusted basis to LTP of 
partnership property is $18,333 ($15,000 share 
of previously taxed capital, plus $3,333 share 
of LTP’s liabilities). The amount of the basis 
adjustment under section 743(b) to partner-
ship property therefore, is $2,100 ($20,433 
minus $18,333). 

(iii) The total amount of gain that would 
be allocated to UTP from the hypothetical 
sale of capital gain property is $6,666.67 (one- 
third of the excess of the fair market value 
of LTP’s nondepreciable capital asset, 
$40,000, over its basis, $20,000). The total 
amount of gain that would be allocated to 
UTP from the hypothetical sale of ordinary 
income property is $333.33 (one-third of the 
excess of the fair market value of LTP’s in-
ventory, $21,000, over its basis, $20,000). Under 
this paragraph (b)(5), LTP must allocate 
$2,000 ($6,666.67 divided by $7,000 times $2,100) 
of UTP’s basis adjustment to the nondepre-
ciable capital asset. LTP must allocate $100 
($333.33 divided by $7,000 times $2,100) of 
UTP’s basis adjustment to the inventory. 

(c) Adjustments under section 734(b)— 
(1) Allocations between classes of prop-
erty—(i) General rule. Where there is a 
distribution of partnership property re-
sulting in an adjustment to the basis of 
undistributed partnership property 
under section 734(b)(1)(B) or (b)(2)(B), 
the adjustment must be allocated to 

remaining partnership property of a 
character similar to that of the distrib-
uted property with respect to which 
the adjustment arose. Thus, when the 
partnership’s adjusted basis of distrib-
uted capital gain property immediately 
prior to distribution exceeds the basis 
of the property to the distributee part-
ner (as determined under section 732), 
the basis of the undistributed capital 
gain property remaining in the part-
nership is increased by an amount 
equal to the excess. Conversely, when 
the basis to the distributee partner (as 
determined under section 732) of dis-
tributed capital gain property exceeds 
the partnership’s adjusted basis of such 
property immediately prior to the dis-
tribution, the basis of the undistrib-
uted capital gain property remaining 
in the partnership is decreased by an 
amount equal to such excess. Simi-
larly, where there is a distribution of 
ordinary income property, and the 
basis of the property to the distributee 
partner (as determined under section 
732) is not the same as the partner-
ship’s adjusted basis of the property 
immediately prior to distribution, the 
adjustment is made only to undistrib-
uted property of the same class re-
maining in the partnership. 

(ii) Special rule. Where there is a dis-
tribution resulting in an adjustment 
under section 734(b)(1)(A) or (b)(2)(A) to 
the basis of undistributed partnership 
property, the adjustment is allocated 
only to capital gain property. 

(2) Allocations within the classes—(i) 
Increases. If there is an increase in 
basis to be allocated within a class, the 
increase must be allocated first to 
properties with unrealized appreciation 
in proportion to their respective 
amounts of unrealized appreciation be-
fore such increase (but only to the ex-
tent of each property’s unrealized ap-
preciation). Any remaining increase 
must be allocated among the properties 
within the class in proportion to their 
fair market values. 

(ii) Decreases. If there is a decrease in 
basis to be allocated within a class, the 
decrease must be allocated first to 
properties with unrealized depreciation 
in proportion to their respective 
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amounts of unrealized depreciation be-
fore such decrease (but only to the ex-
tent of each property’s unrealized de-
preciation). Any remaining decrease 
must be allocated among the properties 
within the class in proportion to their 
adjusted bases (as adjusted under the 
preceding sentence). 

(3) Limitation in decrease of basis. 
Where a decrease in the basis of part-
nership assets is required under section 
734(b)(2) and the amount of the de-
crease exceeds the adjusted basis to the 
partnership of property of the required 
character, the basis of such property is 
reduced to zero (but not below zero). 

(4) Carryover adjustment. Where, in 
the case of a distribution, an increase 
or a decrease in the basis of undistrib-
uted property cannot be made because 
the partnership owns no property of 
the character required to be adjusted, 
or because the basis of all the property 
of a like character has been reduced to 
zero, the adjustment is made when the 
partnership subsequently acquires 
property of a like character to which 
an adjustment can be made. 

(5) Cross reference. See § 1.460– 
4(k)(3)(v)(B) for a rule relating to the 
computation of unrealized appreciation 
or depreciation in a contract accounted 
for under a long-term contract method 
of accounting. 

(6) Example. The following example il-
lustrates this paragraph (c): 

Example. (i) A, B, and C form equal partner-
ship PRS. A contributes $50,000 and Asset 1, 
nondepreciable capital gain property with a 
fair market value of $50,000 and an adjusted 
tax basis of $25,000. B and C each contributes 
$100,000. PRS uses the cash to purchase As-
sets 2, 3, 4, 5, and 6. Assets 2 and 3 are non-
depreciable capital assets, and Assets 4, 5, 
and 6 are inventory that has not appreciated 
substantially in value within the meaning of 
section 751(b)(3). Assets 4, 5, and 6 are the 
only assets held by the partnership that are 
subject to section 751. The partnership has 
an election in effect under section 754. After 
seven years, the adjusted basis and fair mar-
ket value of PRS’s assets are as follows: 

Assets 

Adjusted 
basis 

Fair market 
value 

Capital Gain Property: 
Asset 1 ............................... $ 25,000 $ 75,000 
Asset 2 ............................... 100,000 117,500 
Asset 3 ............................... 50,000 60,000 

Ordinary Income Property: 
Asset 4 ............................... 40,000 45,000 

Assets 

Adjusted 
basis 

Fair market 
value 

Asset 5 ............................... 50,000 60,000 
Asset 6 ........................ 10,000 2,500 

Total ............................ 275,000 360,000 

(ii) Allocation between classes. Assume that 
PRS distributes Assets 3 and 5 to A in com-
plete liquidation of A’s interest in the part-
nership. A’s basis in the partnership interest 
was $75,000. The partnership’s basis in Assets 
3 and 5 was $50,000 each. A’s $75,000 basis in 
its partnership interest is allocated between 
Assets 3 and 5 under sections 732(b) and (c). 
A will, therefore, have a basis of $25,000 in 
Asset 3 (capital gain property), and a basis of 
$50,000 in Asset 5 (section 751 property). The 
distribution results in a $25,000 increase in 
the basis of capital gain property. There is 
no change in the basis of ordinary income 
property. 

(iii) Allocation within class. The amount of 
the basis increase to capital gain property is 
$25,000 and must be allocated among the re-
maining capital gain assets in proportion to 
the difference between the fair market value 
and basis of each. The fair market value of 
Asset 1 exceeds its basis by $50,000. The fair 
market value of Asset 2 exceeds its basis by 
$17,500. Therefore, the basis of Asset 1 will be 
increased by $18,519 ($25,000, multiplied by 
$50,000, divided by $67,500), and the basis of 
Asset 2 will be increased by $6,481 ($25,000 
multiplied by $17,500, divided by $67,500). 

(d) Required statements. See § 1.743– 
1(k)(2) for provisions requiring the 
transferee of a partnership interest to 
provide information to the partnership 
relating to the transfer of an interest 
in the partnership. See § 1.743–1(k)(1) for 
a provision requiring the partnership 
to attach a statement to the partner-
ship return showing the computation 
of a basis adjustment under section 
743(b) and the partnership properties to 
which the adjustment is allocated 
under section 755. See § 1.732–1(d)(3) for 
a provision requiring a transferee part-
ner to attach a statement to its return 
showing the computation of a basis ad-
justment under section 732(d) and the 
partnership properties to which the ad-
justment is allocated under section 755. 
See § 1.732–1(d)(5) for a provision requir-
ing the partnership to provide informa-
tion to a transferee partner reporting a 
basis adjustment under section 732(d). 

(e) Effective Date—(1) Generally. Ex-
cept as provided in paragraphs (b)(5) 
and (e)(2) of this section, this section 
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applies to transfers of partnership in-
terests and distributions of property 
from a partnership that occur on or 
after December 15, 1999. 

(2) Special rules. Paragraphs (a) and 
(b)(3)(iii) of this section apply to trans-
fers of partnership interests and dis-
tributions of property from a partner-
ship that occur on or after June 9, 2003. 

[T.D. 8847, 64 FR 69916, Dec. 15, 1999; 65 FR 
9220, Feb. 24, 2000, as amended by T.D. 9059, 68 
FR 34295, June 9, 2003; T.D. 9137, 69 FR 42559, 
July 16, 2004] 

DEFINITIONS 

§ 1.761–1 Terms defined. 
(a) Partnership. The term partnership 

means a partnership as determined 
under §§ 301.7701–1, 301.7701–2, and 
301.7701–3 of this chapter. 

(b) Partner. The term partner means a 
member of a partnership. 

(c) Partnership agreement. For the 
purposes of subchapter K, a partnership 
agreement includes the original agree-
ment and any modifications thereof 
agreed to by all the partners or adopt-
ed in any other manner provided by the 
partnership agreement. Such agree-
ment or modifications can be oral or 
written. A partnership agreement may 
be modified with respect to a par-
ticular taxable year subsequent to the 
close of such taxable year, but not 
later than the date (not including any 
extension of time) prescribed by law 
for the filing of the partnership return. 
As to any matter on which the partner-
ship agreement, or any modification 
thereof, is silent, the provisions of 
local law shall be considered to con-
stitute a part of the agreement. 

(d) Liquidation of partner’s interest. 
The term liquidation of a partner’s inter-
est means the termination of a part-
ner’s entire interest in a partnership 
by means of a distribution, or a series 
of distributions, to the partner by the 
partnership. A series of distributions 
will come within the meaning of this 
term whether they are made in one 
year or in more than one year. Where a 
partner’s interest is to be liquidated by 
a series of distributions, the interest 
will not be considered as liquidated 
until the final distribution has been 
made. For the basis of property distrib-
uted in one liquidating distribution, or 

in a series of distributions in liquida-
tion, see section 732(b). A distribution 
which is not in liquidation of a part-
ner’s entire interest, as defined in this 
paragraph, is a current distribution. 
Current distributions, therefore, in-
clude distributions in partial liquida-
tion of a partner’s interest, and dis-
tributions of the partner’s distributive 
share. See paragraph (a)(1)(ii) of § 1.731– 
1. 

(e) Distribution of partnership interest. 
For purposes of section 708(b)(1)(B) and 
§ 1.708–1(b)(1)(iv), the deemed distribu-
tion of an interest in a new partnership 
by a partnership that terminates under 
section 708(b)(1)(B) is not a sale or ex-
change of an interest in the new part-
nership. However, the deemed distribu-
tion of an interest in a new partnership 
by a partnership that terminates under 
section 708(b)(1)(B) is treated as an ex-
change of the interest in the new part-
nership for purposes of section 743. This 
paragraph (e) applies to terminations 
of partnerships under section 
708(b)(1)(B) occurring on or after May 9, 
1997; however, this paragraph (e) may 
be applied to terminations occurring 
on or after May 9, 1996, provided that 
the partnership and its partners apply 
this paragraph (e) to the termination 
in a consistent manner. 

[T.D. 6500, 25 FR 11814, Nov. 26, 1960, as 
amended by T.D. 7208, 37 FR 20686, Oct. 3, 
1972; T.D. 8697, 61 FR 66588, Dec. 18, 1996; T.D. 
8717, 62 FR 25501, May 9, 1997] 

§ 1.761–2 Exclusion of certain unincor-
porated organizations from the ap-
plication of all or part of sub-
chapter K of chapter 1 of the Inter-
nal Revenue Code. 

(a) Exclusion of eligible unincorporated 
organizations—(1) In general. Under con-
ditions set forth in this section, an un-
incorporated organization described in 
subparagraph (2) or (3) of this para-
graph may be excluded from the appli-
cation of all or a part of the provisions 
of subchapter K of chapter 1 of the 
Code. Such organization must be 
availed of (i) for investment purposes 
only and not for the active conduct of 
a business, or (ii) for the joint produc-
tion, extraction, or use of property, but 
not for the purpose of selling services 
or property produced or extracted. The 
members of such organization must be 
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